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Letter Of Transmittal

Trenton, New Jersey
February 23, 1972
Governor Willilam T Cahill
State House
Trenton, New Jersey

My Dear Governor Cahill

Your Tax Pohicy Committee 1s privileged to submut
its Report, m accordance with your Executive Order
No 50f 1970

This Report, consisting of five separate volumes and
this summary volume, represents the results of the Com-
muttee’s in depth study of the entire tax structure of the
State of New Jersey, including all of its levels of govern-
ment We believe 1t covers every currently significant
aspect of the State-local revenue system, and that it
provides a blueprint for tax reform m New Jersey
which 1s long overdue Its recommendations cover the
present and foreseeable future fiscal needs of the State
and local governments, and will provide for the equi-
table distribution of the costs of State and local govern-
ment The Committee has refrained from any effort to
pass judgment on the present or future service needs of
State or local governments i the conviction that these
are matters of policy determination by the Governor
and the Legislature The Commuittee has accordingly
concerned itself primarly with a restructuring of the
revenue system, and submits its recommendations satis-
fied that thewr adoption by the Legslature will base
public finance m this State on a sound and equitable
tax structure

It 1s 1mportant to emphasize that the recommenda-
tions are offered as part of a total system, as a combina-
tion of measures to which the Commuttee members
subscribed as a whole The various recommendations
are not offered by the Commuttee mn any sense to offer
a selection from which the Legislature 1s anvited to pick

v

and choose To the contrary, most of the recommenda-
tions are interrelated and interdependent, and would not
necessarily be supported by various members as sep-
arate enactments

The Committee orgamzed for its work on July 17,
1970 and was then divided mto five substantive task
forces and a sixth coordmating task force consisting of
the chairmen and vice chairmen of the other five It has
devoted a major effort to seeking out the views and
mterest of the public at large, as an essential background
to the consideration of specific tax policy problems To
this end, the several task forces held 25 public hearings
throughout the State, and Task Force C, dealing with the
property tax, was particularly active in conducting pub-
lic hearings 1 various parts of the State selected for the
convenience of local taxpayers and public officials As a
result of these hearings, the Committee amassed a rich
source of useful data, views and suggestions, and the
transcripts and supporting documents are bemng filed
together with this Report

The Commuttee’s research, under the able direction
of its Chief of Staff, was provided by coordinating the
departmental resources of the State, with a carefully
selected group of consultants, and a small supporting
full-time staff maintamed mn Trenton As suggested by
your Executive Order, the Commuttee has freely called
upon the various State departments for statistical data,
analyses, and reports Wherever required, the work has
had the benefit of the most sophisticated computer
techniques and data processing Various members of
the Commuttee have themselves contributed from their
own considerable expertise 1n the fields of business, labor
and the professions

The Commuttee and 1ts Chief of Staff are very pleased

to acknowledge the valuable assistance provided by its
consultants, who are acknowledged mn the opening of

the Reports to which they contributed, and of the many
agencies and individuals who contributed to its delibera-
tions In particular the Committee was competently
assisted by the State Division of Taxation and its Di-
rector, Mr Sidney Glaser, and 1ts Chief of Research,
Mr James A Arnold, Jr, and by the State Division of
Local Finance 1n providing a variety of special tabula-
tions from 1ts computer output The Commuttee also
greatly appreciates the benefit of cooperative studies
mitiated by Mr Sidney Willis, Chief of the Division of
State and Regional Planning, which were financed by
Federal grants available to the Division, and the use of
meeting facilities provided by Governor Alfred E
Driscoll as Chairman of the New Jersey Turnpike
Authority

The Commuttee also wishes to note especially the
wholehearted support and complete independence which

you, as Governor, have provided for it The Commuittee

has enjoyed the full cooperation of many of your de-
partments to which 1t addressed requests for assistance,
and the depth and quality of the report reflects the mput
of many people, too many to acknowledge specifically

By affixing their signatures to this letter of trans-

muttal, the members have individually indicated their
concurrence and approval of the Report as a whole

It should be noted that individual members of the Com-
muttee have on some 1ssues strongly disagreed with the
consensus eventually reached Those who have dissent-
ing views on such 1ssues have reserved the right to
express their own views thereon Nonetheless, those
signing this Report all agree that, adopted in total the
Commuittee’s recommendations will produce a dramatic-
ally improved system of taxation for New Jersey

Respectfully submaitted,
New Jersey Tax Policy Comnuttee

/ 7

J.
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The Report in Brief

The thrust of this Report 1s to achieve a balanced tax
structure for State and local government i New Jersey
The key recommendations are to cut the local property
tax by approxmmately 40%, and to follow the policy
that henceforth New Jersey State and local governments
will raise not more than one-third of their combined
tax revenues from property taxes

New Jersey’s present tax structure 1s melastic and
regressive By 1980, if the present system 1s not
changed, State and local governments would have to
resort to new taxes or rate increases totaling $1 billion
to $1 8 billion a year to close recurrent revenue gaps

The effective rate of tax incidence of the present
total State-local tax structure 1s 19 1 percent for fami-
lies with under $3,000 a year in income For those
with over $25,000 a year, the effective rate of the total
structure 1s 5 4 percent

The property tax 1s the chief cause of the major de-
fects 1n the structure The tax 1s by all measures either
the highest or near-highest 1n the nation It 1s harshly
regressive

The Commuttee recommends the following measures
to reduce property taxes by an estimated $863 million
a year

Amount of Reduction

State financing of local

school costs $607 9 mullion (net)
A $100 million munictpal aid

program 75 0 million (net)
State assumption of welfare

costs 75 0 million
Senior citizens property tax relief 37 8 mullion
Abolition of veterans’ property

tax deduction 22 3 milhon
State assumption of county

judicial costs 30 0 million
State payments to municipalities

for state-owned property 13 5 million
State assumption of county

tax board costs 1 5 milhon

To msure against future escalation of local property
taxes, the Report recommends that local tax rates be

limited by law to not exceeding $ 50 per hundred for
county taxes, exclusive of debt service, $1 50 per hun-
dred for municipal purposes taxes, exclusive of debt
service and reserve for uncollected taxes, and zero for
local school taxes, except for debt service and specially
voted taxes for amounts over the standard state-funded
program These are ceilings to reduce the high present
tax rates, most local units will be able to live well below
the ceiling rates because of the massive property tax
relief program recommended by the Commuittee

State funding of substantially the full costs of the
public schools 1s one of the mamn vehicles for property
tax reduction The other 1s a new municipal block grant
system to take care of the “municipal overburden” or
high cost or providing municipal services in an urban-
1zed society The State would provide sufficient funds
for a thorough, efficient standard of education in each
local school district Districts now spending above the
standards would be allowed to continue Local refer-
endum approval would be required for those seeking
to increase spending above State support levels (unless
the district falls within the exception) A statewide prop-
erty tax levied at a rate of $1 00 per hundred of
equalized valuation would be used to provide $553 mil-
lion (as of 1972) of the funds needed The remainder
of $8529 mullion requred would be obtamed from
non-property taxes, including $245 mullion of existing
State Aid money

The following steps would be taken to provide
$926 1 million 1n non-property tax revenues

A personal mcome tax at one-half

New York rates $550 0 million
Elimmation of some sales tax

exemptions 237 6 million
Increase corporation tax 90 0 million
Increase business personal property

tax rate 27 5 million
Cigarette tax mcrease 30 0 million
Beer and wine tax increases 10 6 million
Tax on non-commercial banks 2 0 mullion
Abolition of retail gross receipts,

unincorporated business tax —21 6 million

Consultants and staff for the Report are acknowledged at the foot of the Synopsis of each Part—

Willilam Miller, Staff Director
Lewis B Thurston III, Administrative Assistant to the Chairman
John Kolesar, Editorial Consultant
Martin T Dyke, Office Manager

Large cities and urban centers should be allowed to
adopt site value taxation by local referendum Land
would be assessed at full value, improvements at 50
percent of value

The Farmland Assessment Act should be tightened
to prevent misuse

The senior citizens’ property tax rehef program
should be expanded and revised to vary assistance ac-
cording to mcome and local tax rates Elderly tenants
should also be provided assistance

Admimstration of the property tax should be re-
formed to eliminate unfair disparities 1n assessments

A New Jersey Municipal Credit Corporation should
be created to lower local bond interest rates by oper-
ating a mumcipal bond bank, a loan guaranty fund and
a debt management advisory service

Administration of the tax laws should be reformed
to make appeals and other procedures less expensive
and burdensome for taxpayers

The commuttee’s recommendations would reform and restructure the State and local
tax system of New Jersey to achieve these great benefits:

® Provide massive relief to the property taxpayers of the State.

¢ Shift the tax burden from property to non-property tax sources.

® Close the projected State revenue gap, and avoid recurring State fiscal crises.

¢ Eliminate the gross mequities of the present tax system by redistributing the
tax burden accordng to ability to pay.

¢ Ehmmate the inequities of present tax exemptions which make some tax-
payers carry a burden that belongs to others.

¢ Humanize the tax system with a new plan for tax relief for senior citizens,

including renters.

® Modermze the financial support of the public schools, to guarantee every
child in the State an equal educational start in hfe.

¢ Establish permanently fixed ceilings on local tax rates, to guarantee every
homeowner that property taxes will be held down in the future as well as

the present.

¢ Provide a fair and equitable tax system, fitted to the needs of effective and
efficient State and local governments.

¢ Provide a bhalanced tax structure which will generate revenues to match the
cost of government, from economic growth rather than from continual new

taxes and increases in tax rates,




Chapter 1

The Present Tax Structure
Refer to Part 1 of the Report

The Fiscal Prospect

State Revenue Gap

The Commuttee’s projections of future state revenue
and expenditures present the following picture

Projected
3% inflation 4% 1nflation

1975 1980 1975 1980
Revenues (m mullions) 22590 31984 23667 34420

Expenditures 24323 38688 25701 44947
Revenue Gap 1733 6704 2034 10527

These projections were based on the assumption that
state school aid would be continued to be funded at the
1971-72 level under the Bateman Formula and that the
balance of $990 mullion 1 state bonds authorized in
1968 would be 1ssued and spent on capital improve-
ments

If, on the other hand, 1t 1s assumed that the Bateman
Formula 1s fully funded, the resulting projections are

Projected

3% mflation 4% 1nflation

1975 1980 1975 1980
Revenues (1n mullions) 22590 31984 23667 34420
Expenditures 27099 41688 28477 47950
Revenue Gap 4509 9704 4810 13530

The projected revenue gap for New Jersey’s State
government mn 1975, assuming a three per cent m-
flation rate, is $173.3 mullion at present funding
levels for school aid and $450.9 mulhion at full fund-
mng of the Bateman school aid formula In 1980, the
gap would widen to $670.4 million at the lower
school aid level and $970.4 mullion at the higher
level of school ad.

Local Revenue Gap

In theory, the present New Jersey tax system pre-
cludes any local revenue gap, so long as property owners
continue to pay therr local tax bills The local property
tax rate 1s recomputed each year to provide whatever
revenues are required to match budgeted expenditures
Therefore, 1n order to project future additional burdens
on local revenues, 1t was assumed that average property
tax rates would remain constant for the next decade at
1971 levels Under this assumption, additional revenues
can be generated from the property tax only through
growth of the tax base

The projected local revenue gap was calculated by
projecting future local expenditures, non-property tax
revenues, the remainder required to be raised by prop-
erty taxes, the growth of the tax base, the yield pro-
duced by 1971 rates, and the resulting gap between
yield and need

The following table indicates the statewide totals for
a three per cent inflation rate

Actual Projected

1969 1975 1980
Expenditures (in millions) 22531 34728 47168
Nonproperty tax revenue 5231 7612 10134

Property tax need 27116 37034
Property tax revenue 25685 33611

Additional need above

1971 rate levels \ 1431 342 3

Thus, at a three per cent flation rate, the pro-
jected local revenue gap would be $143.1 milhon m
1975 and $342.3 million in 1980, unless property
tax rates are raised from 1971 levels. Similarly, at a
four per cent mnflation rate, the revenue gaps would




be $353.6 mulhon mm 1975 and $788.7 milhon in
1980.

The Combined State-Local Revenue Gap

More than half of the projected state spending would
go for aid to local government This close relationship
between state and local finance makes it desirable to
consider the state and local revenue gaps together The
mimmum combmed gap would result from a three per

cent per year inflation rate and no increase in school
aid formulas

The mmimmum combmed revenue gap for New
Jersey’s State and local governments was projected at
$316.4 million mm 1975 and $1,012.7 million i 1980.

A maxmmum figure was obtained using assumptions
of a four per cent mnflation rate and full funding of the
Bateman Formula The effect of the additional school
aid 1s to mcrease state expenditures and decrease local
expenditures by identical amounts

The maxmmum combined revenue gap for 1980
would be $1,841.4 mullion.

These projections give some quantitative idea of the
fiscal prospect facing New Jersey

If present trends continue through this decade,
New Jersey’s State and local governments will have
to raise a $1 billion to $1.8 bilion a year m new
revenues by 1980.

The Basic Cause of the Revenue Gap

The basic cause of the future revenue gap lies 1n the
fact that increased income of New Jersey residents 1s
accompanted by larger increases in government expendi-
tures than in revenues In economuists’ terms, the expen-
ditures have greater “income elasticity” than the
revenues Income elasticity 1s measured as a ratio be-
tween the change i expenditure or revenue and the
change 1n personal mncome of the state’s residents An
mcome elasticity of 1 0 means that an expenditure or
revenue source changes at the same rate as icome
When income elasticity exceeds 1 0, changes 1n revenues
or expenditures occur at a faster rate than income
When mcome elasticity 1s less than 10, revenues or

expenditures change at a slower rate than personal
mcome

Estimates of the income elasticity of the State gov-
ernment’s expenditures, by department, showed they
ranged from a low of 65 for the Department of Defense
to a hugh of 2 23 for the Department of Education The

mcome elasticity of total State government expenditures
18 149 At the same time, elasticity of tax revenues
ranged from a low of 35 for cigarette taxes to a high
of 1 86 for the emergency transportation tax (a gradu-
ated mcome tax on commuters from New York) The
elasticity of the State’s entire array of revenue sources
1s 98 In other words, State revenues have increased at
about the same rate as personal mcome while expendi-
tures mcreased one-and-a-half times as fast as income

The 1nelastic quality of New Jersey’s State tax struc-
ture has caused revenue gaps to open up almost an-
nually New taxes or rate increases 1n existing taxes were
the only methods open to the governors and legislatures
i meeting their constitutional responsibility to draw up
balanced State budgets At the local level, property tax
rates were mcreased each year In 1971, the State re-
cewved $749 4 million 1n revenues which were produced
by tax rate increases or taxes imposed for the first time
within the past 10 years Over the entire decade, new
and mcreased taxes accounted for $4 1 billion of the
$7 0 bilhion 1n revenues collected, 59 5 per cent of the
total

One explanation of the greater elasticity of expendi-
tures lies 1 government’s mherent difficulty in raising
productivity Government services have a high labor
component and their rising costs are closely related to
wage and salary increases In private industry 1t 1s easier
for introduction of labor-saving machinery and improved
production methods to reduce the impact of wage and
salary increases

The melastic nature of New Jersey’s state tax sys-
tem means mevitable recurrent fiscal crises as rev-
enue gaps open up. The expedients of the past can
no longer be relied upon to close these gaps FEx-
ploiting the same tax sources cannot cope with the
projected growth m expenditures and provide the
funds required to reform the tax structure.

Alternatives Considered

A number of different courses might be followed to

deal with the fiscal prospect facing New Jersey Among
them are

(1) Reduction of expenditures Vigorous and
drastic efforts to reduce State and local government
spending are a first consideration in closing the gap
However, a major recent effort by a special task force
of management experts from industry was unable to
project savings of even 10 per cent of the State budget
Nevertheless, such efforts should be continued

(2) Federal assumption of welfare costs 1t muight be
reasonable to anticipate a full federal takeover of public
assistance costs m the next few years It 1s not clear
whether such a move would require New Jersey to
continue some welfare expenditures to mamtamn 1its
established standards Optimistically, federal assump-
tion of welfare costs by 1980 could reduce the projected
gap by about $315 million

(3) Federal revenue-sharing It 1s difficult to fore-
cast the mmpact of federal revenue-sharing proposals,
particularly 1 conjunction with any federal takeover of
welfare costs Under the President’s proposal before
Congress now, New Jersey would receive $154 million
in the first full year of operation This would double by
1980 if the State’s relative revenue effort, as defined m
the proposal, and 1ts proportion of the national popula-
tion remamed unchanged If both revenue-sharing and
federal assumption of welfare costs were to come about,
the projected 1980 revenue gap could be reduced by as
much as $615 mullion

(4) Revision of State and local revenue structure
The projected revenue gaps are so large, even allowing
for possible new federal aid, that changes n the revenue
structure appear mescapable In addition, the Com-
mittee’s recommendations for massive reduction n the
property tax and revisions in State aid programs would
mcrease the projected fiscal gaps substantially If the
“mix” of the tax system were changed to rely more
heavily on income-elastic taxes, this would mmimize the
need for raising rates The total tax burden would be
unchanged, but the need for recurrent legislative mter-
vention would be diminished

The Weight of New Jersey’s Tax Burden

Before embarking on any effort to deal with the fiscal
prospect ahead, 1t 1s 1mportant to assess New Jersey’s
present tax burden How heavy 1s 1t? How 1s 1t dis-
tributed 1n relation to personal mncome?

New Jersey’s present tax structure produced $3 8
billion 1 1971 The State collected $1 6 billion while
the local property tax accounted for $2 2 billion The
sales and use tax accounted for 35 per cent of the State
collections The motor fuels tax and corporation busi-
ness tax were the second and third most important rev-
enue sources for the State government

The State government’s revenue structure 1s some-
what similar to that of other states, except that 1t 1s well
below the national average 1n 1ts reliance on mndividual
mcome taxes New Jersey raised 123 per cent of its
1971 State revenue from individual income taxes The
national average was 18 per cent As 1s well known,

New Jersey leans more heavily on the local property tax
than most other states The property tax produced 54 4
per cent of New Jersey’s State-local tax revenues, com-
pared with a national average of 38 7 per cent

There are a variety of ways to compare the New
Jersey tax burden with that of other states One 1s to
measure the tax load per capita The combined State-
local tax burden per capita in New Jersey i 1970 was
$447 25, placing 1t 14th on the st of states and 12 4%
above the median of $397 92

When measured against mcome, New Jersey’s tax
burden drops somewhat 1n comparison with other states
The combined State-local tax burden m 1970 was
$105 76 per $1,000 of personal mcome, 34th on the
list In property taxes per $1,000 mncome 1t was 12th
State and local taxes took 10 3 per cent of personal mn-
come 1n New Jersey i 1969, compared with a national
average of 11 2 per cent

The Advisory Commnussion on Intergovernmental Re-
lations 1n 1971 produced a more sophisticated method
of comparing tax capacity and effort among the states
It developed an average financing system, based on the
experience of all the states, and then compared each
state’s capacity and effort with the average For 1969,
New Jersey was calculated to have a per capita tax
capacity of $410 and raised $411 It was given an mdex
rating of 100 for 1its tax effort In effect, this said New
Jersey’s tax effort was average

From all of these comparisons, 1t appears that the
total tax burden i New Jersey 18 not out of line with
other states But 1ts revenue structure 1s another story
It 1s less elastic and diversified than in other states
Agam, this implies a need for less reliance on the prop-
erty tax and consideration of more elastic revenue
sources Such a restructuring would not imcrease or
decrease the total tax burden, but it would shift tax
burdens among different mcome classes

Distribution of the Tax Burden

Thus far, we have considered New Jersey’s tax
burden 1n terms of averages or medians While these
have some valdity for comparative purposes, they
should not be taken as indications that all residents
share the burden equally or 1n proportion to their ability
to pay A more detailed analysis 1s necessary before the
distribution of the tax burden according to mcome can
be determined

The distribution of the State’s population among in-
come classes and the taxes they pay 1s indicated m
Table S-1




TABLE S-1
NEW JERSEY TAX BURDEN BY INCOME GROUP

INGOME GROUP

Under $3,000

$5,000 $ 7,500- $10,000 $15,000 $25,000

Item $3,000 $5,000 $7,500  $10,000 $15,000 $25,000 and over

Percentage of consumer units in state 55 73 17 8 210 286 16 8 31
Mean money income per unit $2,136 $3,852 $6,437 $8,737 $12,098 $18,352 $54,986
Percentage of total money income 10 24 99 158 298 265 147
Mean property tax bill $ 304 $ 371 $ 550 $ 628 $ 777 $ 988 $ 1,568
Estimated 9 of property taxes

paid by group 22 37 136 185 315 233 73
Percentage all state-local taxes paid 18 35 128 180 316 24 8 75
% state-local tax paid minus

property tax 11 30 113 17 2 321 268 84
Effective property tax rate as %

of income 14 2 96 85 72 64 54 29
Effective sales tax rate 10 14 11 12 12 12 6
Effective rate all state local taxes 191 152 137 121 113 99 54
Effective rate all taxes minus

property tax 49 56 51 49 48 45 26
Effective rate state-local and

federal income tax 227 26 3 258 245 259 27 3 308
Effective rate state-local and federal

income tax minus property tax 81 16 3 167 16 8 190 215 27 5

A number of observations may be made on the basis
of the table

—The total State-local tax structure 1s sharply regres-
sive It taxes the lowest income class at the highest rate
(19 1 per cent) and taxes each higher income group at
a lower rate until those n the $25,000-and-up bracket
are taxed at 5 4 per cent of their income

—When the property tax 1s removed from the State-
local total, the regressiveness 1s narrowed considerably
All mcome groups except the highest pay between 4 8
and 5 6 per cent of therr income for State-local non-
property taxes

—For all income groups under $15,000—four-fifths
of all consumer units—the State-local tax share 1s larger
than their share of household income Only the top 20
per cent have a State-local tax share which 1s smaller
than their share of income

—The top mcome group fares well by all compari-
sons It makes up 3 1 per cent of all households, receives
14 7 of all ncome and pays the lowest effective State-
local tax rates

—The lowest mcome group fares the worst on all
counts 1n the State-local picture With 55 per cent of
the households, 1t gets 1 O per cent of the total income,
pays 1 8 per cent of all New Jersey taxes, and pays an
effective property tax rate almost five times as high as

the top income group

—When the federal income tax, with the most pro-
gressive rates of all taxes, 1s added to the State-local
tax picture, the effective tax rate becomes roughly pro-
portional for all income classes (However, 1t should be
noted that 1f other federal taxes are considered, there 1s
a shift of the burden to lower income groups ) And if
the property tax 1s excluded from the State-local-federal
income tax combination, the structure becomes progres-
sive, with rates going up as mncoms goes up

The Commuttee concludes:

New Jersey’s State and local tax system has two
cratical deficiences: its melastic qualities cause rev-
enues to lag behind expenditure increases, touching
off recurrent fiscal crises that demand imposition of
new or increased taxes; and

The State and local tax burden bears heaviest on
those least able to pay, due primarily to excessive
reliance on the property tax and the resulting impact
on the housing costs of muddle and lower income
groups.

In shert, New Jersey’s State-local tax system is
both inefficient and unjust. The correction of these
two fundamental defects is the central problem the
Committee must resolve in its further recommenda-
tions

Chapter 11

The Property Tax
Refer to Part II of the Report

History and Scope

A law enacted 1n 1851 gave New Jersey 1ts first truly
general property tax It granted local governments the
power to tax all real and personal property (including
mtangibles) “upon an equal ratio according to actual
value ”

The State collected no property tax until 1871 Until
then, revenue from railroads, banks and insurance com-
panies met all State government needs Begmning m
1871, the State levied a school tax of two mills on each
dollar of assessed valuation The revenues were reap-
portioned to local school districts At various other
times 1t levied property taxes to cover the cost of roads,
bridges and tunnels, institutions, and a soldier’s bonus
In 1947, the State school tax was repealed, ending the
state’s use of the property taxes

In the meantime, there has been movement away
from a general property tax for local revenues In 1945,
mtangibles were removed from the tax base, starting a
sertes of major legislative events which have narrowed
the tax down to a levy on real estate plus certamn
personal property of telephone compames A growing
list of exemptions and abatements has restricted the tax
base further, transferring part of the common burden to
owners of the remaining taxable property

New Jersey’s experience points up four developments
which should be considered 1n shaping the future of the
property tax

1 Historically, the tax was designed to support
both State and local government, 1t was origmally a
light burden, and 1t was simple 1 form—so simple
that 1t was assumed anyone could administer 1t

2 The first general property tax mn the md-19th
century did not anticipate the complexities of owner-
ship and form that property assumes in an industri-
alized economy

3 As municipal services grew In scope and cost,
the tax came to be a local levy, its burden grew
heavier, and 1t developed by patchwork response to
particular evils But the notion of a simple tax per-
sisted

4 The gradual breakdown of the tax as a fair and
equitable way of apportioming the costs of government

has been pointed out repeatedly 1n the past 25 years,
prompting adoption of new taxes and changes in the
administrative machinery But excessive local tax
rates—which often destroy the very values they seek
to tax—remam a central problem i New Jersey
government finance

Trends 1 the Base and Tax Levy

The property tax has produced a sharply increasing
yield, both from annual increases m local rates and
from growth m the tax base The total yield was $257 6
million m 1945 It rose to $2 2 billion 1 1971 The tax
base had expanded to $60 6 billion by 1971 The
statewide effective rate in 1971 was 3 61 per cent of
true value

Projections indicate that with a four per cent per year
rate of inflation, the tax base will grow to $98 1 billion
by 1980 If the rate of mnflation 1s three per cent, the
base 1 1980 1s projected at $93 105 bilhon As noted
m Chapter I, property tax needs would also grow by
1980—to $3 7 billion at a three per cent inflation rate
and to $4 33 bilhon at a four per cent mflation rate
If national fiscal and monetary policies and price-wage
controls fail to hold inflation within these limits, the
effect on the property tax burden would be greater

Based on the projections, an unchanged State tax
system would require effective property tax rates in

1980 of $4 42 per hundred (four per cent inflation)

or $3 98 per hundred (three per cent inflation)

The 1mpact on a property owner’s tax bill would be
much larger than the increase i rates might indicate
Inflation causes property values, and hence assessments,
to nise This moderates the upward spiral of rates But
an mdividual homeowner 1s unlikely to see any advan-
tage m an nflationary rise m the value of his house,
since 1t serves only to increase his tax bills He has little
chance to turn the extra value mto cash because other
similar houses which he can buy have gone up 1n price

> The Property Tax Burden

There are many ways of describing and comparing
New Jersey’s property tax burden The Committee
found httle comfort in any of them However, it 1s




worth noting that 1t can be misleading to think of a
single New Jersey property tax—there are 567 different
local property taxes Also, while most New Jersey
municipalities obtamn at least three-fourths of therr
revenue from property taxes, a tenth of them finance
their governments with 42 per cent or more mnon-
property revenues Nevertheless, there 1s truth m the
generalization that the property tax 1s the mainstay of
local government

The property tax has been rising, a well-known fact
m New Jersey’s public life In 1955, the property tax
took four per cent of personal mmcome 1n the State In
1970 1t approached six per cent of personal mcome In
other words, the tax increased 50 per cent faster than
the State’s rising personal mcome

There 1s no question that the property tax burden 1s
heavy in most municipalities Half the municipalities
have property tax rates of 3 59 per cent of true value or
higher Of the 567 taxing districts, 185 had true value
rates of 4 per cent or more, and 48 had rates of 5 per
cent or more Winfield m Union County had an effective
rate of 20 13 per cent in 1971 On the other hand, 64
had rates below 2 50 per cent Even m municipalities
where rates are relatively “low” taxpayers complain
about heavy property taxes Commuttee studies show
that many of these complamts apparently are prompted
by sharp increases 1n a short time, which are difficult to
adjust to, even though they occur at levels which other
municipalities would consider moderate

The data refute some common misconceptions

—Big cities alone do not have the highest tax
rates While five of “the Big Si1x” cities are 1 the top
five per cent of rates (those over 555) they are
jomed by such places as Shrewsbury Township (Mon-
mouth County), Glen Ridge (Essex), Sussex Boro
(Sussex), Chesilhurst (Camden), and Hampton
(Hunterdon)

—Industrial ratables do not assure a lower gen-
eral tax rate, unless they are the right kind and ac-
count for more than 40 per cent of the tax base In
the 50 municipalities with highest tax rates, half
were well above average in percentage of mndustrial
and commercial ratables In the 50 municipalities
with the lowest tax rates, almost half had far less than
the average percentage of industrial ratables

The Homeowners’ Burden

The Commuttee report has previously discussed some
of the interstate comparisons of New Jersey’s property
tax burden in terms of per capita payments, income and
effective rates As with every method of comparison,
there are Limitations Per capita comparisons can be
swollen by industrial ratables and not convey the actual
burden on homeowners Income comparisons may be
subject to the same flaw There 1s, then, some value m

comparing property tax burdens on single-family homes,
for this 1s the feature of the property tax which has the
greatest 1mpact on the most people

Data on Federal Housing Adminstration insured
mortgages 1 1968 produce statewide average property
taxes on both new and existing single-family homes
The study showed the following ranking of average tax
rates for newly mortgaged homes 1n the states

New Homes Existing Homes

Rank State Tax Rate Rank State Tax Rate
1 New Hampshire 292 1 Nebraska 288
2 NEW JERSEY 284 2 Massachusetts 282
3 New York 259 3 NEW JERSEY 2381
4 Massachusetts 258 4 South Dakota 276
5 Nebraska 251 5 New York 259

When property taxes are related to the family income
of people obtaining mortgages on single-family homes,
New Jersey ranked sixth m the new homes category—
4 33 per cent of family mcome was taken by the prop-
erty tax For existing homes, New Jersey was first—
4 58 per cent of income went to property taxes

And finally, when the average home mortgaged was
singled out for attention, New Jersey agam topped the
Iist The average value of homes msured 1n New Jersey
in 1969 was $20,973 with a property tax bill of $626 a
year—an effective rate of 299 per cent While the
average home value m New Jersey was among the
highest, 1t 1s little comfort to a taxpayer to know that
his high tax bill 1s partly due to the inflated real estate
market around him

The data corroborate the impression held by many
a New Jersey homeowner: he 1s paymg the highest
property tax bills m the nation,

Who Pays the Property Tax?

On a statewide basis mn 1971, residential property
owners paid 59 7 per cent of the property tax, 34 9 per
cent was paid by mndustrial, commercial and apartment
owners, 1 4 per cent came from farms and 4 per cent
from owners of vacant land From one municipality to
another the variations in this pattern were enormous,
ranging from Teterboro’s 98 2 per cent industrial tax
base to Audobon Park’s 100 per cent residential tax
base

This report has previously analyzed property tax pay-
ments by income class (Chapter I) Property taxes take
3 3 cents from each dollar of those with annual incomes
of $25,000 and up and the rates grow higher with each
lower mcome group until they take 14 6 cents of each
dollar of those with mmcomes under $3,000 The effect
of the property tax 1s to convert the entire State tax
structure 1nto a regressive one Without the property tax,

New Jersey’s tax system would be roughly proportional
—that 1s, 1t would take about the same amount of
money from each dollar income of all economic classes

The Commattee concludes:

New Jersey’s property tax 1s excessive in compari-
son with other states. It 1s harshly regressive.

Harmful Side Effects
While the property tax 1s intended to be no more than
a revenue-raising measure, 1t can have important effects
on other major public policies when levied at the burd-
ensome levels which prevail in most of New Jersey

Environmental Quality

Two relatively recent laws recognize the side effects
of the property tax and attempt to use them to bring
about beneficial results One seeks to promote anti-
pollution efforts through an exemption or abatement of
property taxes on pollution control mstallations There
have been few instances in which this preferential treat-
ment has been claimed, thus far The Farmland Assess-
ment Act also was promoted as an ecological measure
because 1t was designed to remove the property tax
dismcentive to mamntain open space The evidence 1s
mconclusive as to whether 1t has worked that way

However, there are undoubtedly some harmful mn-
direct effects of the property tax on the environment
Among them are premature spread of development, as
developers seek cheaper land and real estate markets
with lower tax burdens, and leap-frog over othér more
logical sites The Regional Plan Association, i testi-
mony before the Commuttee, said

“  The countryside has measles—houses dotted

around, changing 1t from rural to urban and filling

the roads but offering few urban advantages

“Local leaders justify ‘home rule’ in planning and

zoning on the basis that local people should have the

right to determine what kind of community they want

But debate on most plans or zoning ordmances m

New Jersey focuses almost entirely on taxes, not the

pattern of the community that will result

Reduced Property Values

High property taxes can have a depressing effect on
the sales value of real estate Calculations made by the
Drvision of Local Fiance showed that rental properties
varied 1n value from one place to another solely because
of different property tax levels For mstance, the study
concluded that a $45,000 ratable 1n a low-tax munici-
pality would be worth only $32,000 n Newark simply
because of the differences mn the tax rates of the two
communities The study considered only the economic
effect of one variable—the property tax Other factors
undoubtedly influence value It 1s concewvable that

because of favorable location, the Newark property
has a higher value than one mn a low-tax municipality
and the effect of the property tax 1s even larger than
indicated

Housing and Urban Development

In a study for the National Commission on Urban
Problems, Dr Dick Netzer cited a number of ways mn
which the property tax 1s harmful to tolerable urban
development Among the effects he cited

—The tax amounts to a very high consumption tax
on housmg expenditures and reduces demand It
Immuts growth of the urban housing stock and limits
improvement 1n the quality of existing housing

—The deterrent effects are felt more i cities than
suburbs, more by tenants than homeowners, and
more by the poor than the rich For upper mcome
groups the outcome may be a margmal encourage-
ment to the trend toward suburban residential loca-
tions, for the poor the outcome will be less housing
and worse housing

—Outside the central cities, 1n metropolitan areas
with large numbers of taxing units, there are very
large differentials in property tax bases One conse-
quence 18 an unacceptably wide variation in the scope
and quality of public services from one place to
another

—Wide variation in property tax rates can pro-
mote less-than-optimal patterns of location for bust-
ness establishments It also leads to emphasis on
fiscal criteria 1n land use planning instead of broader
social, economic, and esthetic considerations which
should be the basis for planning decisions mn urban
areas

A Reduced Role for the Property Tax

Despite the defects of the property tax, the Com-
mittee believes 1t must necessarily be retamned as a sig-
nificant revenue source for local governments

The mdependence and vitality of local governments,
a political goal of first importance, rests on thewr ability
to finance their own activities The property tax 1s the
only revenue source which can be tapped mn any mean-
ingful way by local governments Local taxation of
mcome, sales or business tends to shrink the tax base to
the long-term harm of the locality Real property is
mmmobile and disparities must be quite severe before
shrinkage of the base sets in

There are fiscal reasons for keeping the property tax
as a source of local revenue First, 1t produced $2 2
billion 1 1971 and throwing such a large burden on
sales or mcome taxes, for example, would produce
unattractively high rates In addition, one of its most-
criticized aspects—its lack of relationship to ability to
pay—can make 1t a useful component in a properly
balanced state tax structure Some governmental outlays
—highway maintenance, education, debt service, em-




ployees’ salaries—cannot be easily reduced m a year or
two They require a stable source of revenue for sup-
port During a recession, taxes sensitive to business
conditions, such as ncome and consumption levies, may
fail to produce the required mmcome, while the property
tax, based on more stable land values, may meet govern-
mental needs more adequately

Finally, Dr Netzer has pomted out that without the
property tax, housing outlays would be mn an unusually
favored position compared with other forms of con-
sumption, since few other taxes affect such spending
He suggests there 1s an argument for keeping the prop-
erty tax, but at rates which generally apply to other
consumer expenditures, say, 5 per cent instead of 15 per
cent or more

However, although there are good reasons for keep-
ing the property tax as a source of local revenue, the
Commuttee believes present levels of the property tax
are much too high 1n New Jersey

The Commuitee recommends

Massive reduction in the burden of the property
tax, as a basic policy, accompanied by every possible
improvement in the structure of the tax and its ad-
ministration.

Such a reduction will, m 1tself, cause property values
to increase i many localities and thus help to reduce
tax rates throughout the State

Various plans of achieving property tax reduction are
possible—all would require major replacement revenues
from the State The following are some of the ways, and
policy considerations mvolved

1 The tax rate could be limited by State law to
some predetermmed level, accompanied by local non-
property taxing powers The Committee strongly rec-
ommends agamst any such proliferation of local taxes

2 An across-the-board reduction by some arbitrary
fraction, say one-half, could be made, recognizing that
each municipality would be affected differently depend-
g on 1its present tax burden This would disregard the
equities of the situation among present high and low
tax rate areas

3 The State could seek an average reduction to the
average level of all states, or to some other relationship
with the practices of other states This proposal sug-
gests reducing property taxes to one-third of total State-
local taxes, compared with the national average of 39 24
per cent m 1970 (New York and Pennsylvania had
percentages of 36 37 and 29 55 respectively )

4 The State could proceed with whatever reduction
results from transferring to the State selected costs of
government now borne by the property tax

The last proposal, chosen by the New Jersey Tax-
payers Association m a report 1t published last year,
would have reduced the 1970 property tax total from
$1 9 bilhon to $1 1 billion, which was 34 per cent of
State-local tax receipts Coincidentally, this would pro-
duce approximately the same remamning property tax
levy as 1s suggested by the third alternative These ap-
proaches are more rattonal than an arbitrary selection
of a fraction to be cut from the present property tax
total

The Commiittee recommends:

The state should depend on the property tax for
only one-third of total state and local taxes in any
future year.

Such a massive shift in the tax burden would require
replacement taxes at the State level and the mnvention of
ways of returning the revenue to 567 local governments,
if the delivery of municipal services 1s to remain a local
responsibility

Chapter 111

State Aid and Service Levels
Refer to Part 111 of the Report

The Committee has 1dentified five tactics for carrying
out the basic strategy of property tax rehef
1 Local government reorganization and manage-
ment,
2 Regionalization of services,

3 Transfer of municipal or county functions to the
State,

4  Strengthening local fiscal capacity,
5 State financial aids to local government

The first two tactics may be viewed as methods of
reducing the over-all cost of government The last three
are methods of shifting costs to non-property tax bases

Local Government
Reorgamzation and Management

Improvements 1 local government orgamzation
and management have been sought through new char-
ters, administrative reorganization, growing acceptance
of executive responsibility and mcreasing use of trained
professionals In the past, the Faulkner Commission
(which developed the Optional Municipal Charter Law)
and at present the County and Local Government Study
(Musto) Commussion have devoted much attention to
the possibilities along these lines

There have been no definitive studies in the United
States of the relative efficiency or effectiveness of dehv-
erng the services of state and local government at
various levels of orgamzation The Commuttee, relymng
on a report by the Rutgers Bureau of Government Re-
search, attempted at least to determine how New
Jersey’s distribution of responsibilities among state and
local governments handled delivery of important serv-
1ces, 1 comparison with other states The results, m
summary, are

Education New Jersey’s organization and administra-
tion of school expenditures 1s fairly typical, except that
1t makes greater use of dependent school districts (Type
I districts with no independent revenue-raising powers
and oft-times appointed boards)

Highways Organization and fiscal structure of this
function varies considerably from state to state New
Jersey’s most distinguishing characteristic 1s the fact that

only 85 per cent of its road mileage 1s m the state
highway system Like many other states i this region of
the country, 1t divides 1ts local-rural road function be-
tween counties and mumcipalities

Welfare New Jersey 1s one of the minority of 14
states which rely almost exclusively on local units for
distribution of welfare funds and services As a result
of this decentralized structure, New Jersey was well
above the national average in the percentage of welfare
funds spent at the local level, primarily the county

Hosputals, Health, Sanmitation, Sewerage Use of spe-
cial districts and authorities has resulted m considerably
more regionalization of sewerage service than m many
other states Otherwise New Jersey follows the pattern
1n most other states

Police and Fire Protection and Corrections New
Tersey follows the national pattern

Natural Resources, Parks, Housing and Urban Re-
newal The national pattern 1n these functions 1s followed
by New Jersey

Based on examination of the practice 1 other states,
there does not appear to be any clearly optimum level of
government for adminustration and delivery of major
services of local government which differs from the
present pattern in New Jersey, except for welfare and
judicial services

However, steps can be taken to improve efficiency of
the present allocation of government services

The Commattee recommends:

1. That the Optional County Charter bill be en-
acted to enable more efficient forms of county gov-
emment admimstration to be adopted.

2. That the County and Municipal Government
Study Commussion be made a permanent commission.

Regionahzation

Based on the work of the County and Municipal Gov-
ernment Study Commussion, 1t appears that regionaliza-
tion of municipal services can be useful mn 1mproving




government services and programs, Or In some cases
making them possible where they would otherwise not
be feasible However, regionalization may not neces-
sarily reduce tax rates

Substantial gamns have, 1n fact, been made through
regionalization of such specific services as purchasing,
police, fire protection, recreation, health, waste disposal
and schools, 1n New Jersey and other states The econ-
omy and efficiency of each such arrangement 1s deter-
mmed at the time upon 1ts own facts There does not
appear to be sufficient justification to mandate transfer
of any particular service to regional levels of govern-
ment If regionalization 1s to be stimulated, some form
of selective inducement seems to be indicated

The Commaittee recommends:

As proposed by the County and Mumcipal Gov-
ernment Study Commission, the State should enact
a program of state-sponsored feasibility studies of
regionalization or consohdation of specific functions,
where such a study is formally requested by at least
one municipal chief executive; and for those propos-
als which are found feasible, financial mcentives
should be provided, such as transitional State pay-
ments to offset temporary financial disadvantage to
one of the mumcipal participants, or a subsidy of
admmstrative costs for an initial period of years, as
in Assembly Bill 2450 (1971).

Transfer of Functions

One possible techmque of relieving some of the
burden on local government finances, which depend so
heavily on the property tax, would be assumption of
some local functions by State government This course
appears to be especially advantageous where State
mvolvement 1s already so large as to make local discre-
tion an expensive 1llusion The Committee found three
such functions welfare, the judiciary, and county tax
administration

Welfare New Jersey’s welfare programs cost an esti-
mated $442 6 million 1n 1971—$210 9 miilion 1n fed-
eral funds, $156 2 million 1n State funds, $66 5 million
m county funds, and $8 9 mulhon 1n municipal funds
The Governor’s Task Force on Welfare Management
has recommended that the State assume all administra-
tive functions and non-federal costs of public welfare
It justified its recommendation on grounds that 1t
would relieve county and municipal tax burdens, reduce
admimistrative costs, provide more effective administra-
tion, coordmate related agencies, and treat recipients
more equitably The 1971 shift n cost to the State was
projected at $75 4 million, with a corresponding reduc-
tion 1 county and municipal taxes It also estimated
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that the President’s proposed new welfare program
would have gamned New Jersey $28 million to $41
milhon m additional aid, which could offset the costs
of State assumption

From a tax policy standpoint, there would be an $8 9
million reduction in mumicipal expenditures and a
$66 5 mullion reduction 1n county spending on welfare
Major urban centers would be reheved of the cost of
general assistance and all municipalites 1n a county
with hgh welfare expenditures would receive some
relief Nine counties would receive tax rate reductions of
more than 12 points and 1n Essex County, where welfare
costs are the highest, the reduction would be 28 points,
the Governor’s Task Force estimated

The Commuitee recommends:

The State should take over the full cost and ad-
mimstrative responsibility of county and municipal
welfare funcfions, resulting m a transfer of an esti-
mated $75.4 milhon from the property tax burden
to the State budget, some of which may be recovered
with enactment of pendmg federal legislation.

Judicial Costs Like welfare, the judicial system 1s
primarily a state responsibility in New Jersey The State
Constitution establishes a unified court system, with the
Chief Justice of the State Supreme Court as 1ts admin-
wstrative head The system has often been praised as a
model throughout the nation Perhaps m no other state
1s the case for matching state financial responsibility
with state functional responsibility so clear

Counties are still responsible for paying part of the
costs of the judicial system 1 the form of budget appro-
priations for county and superior courts, district courts,
judicial and domestic relations courts, jury commis-
sioners, the surrogate, probation departments, and the
law hibrary In addition the offices of the county prose-
cutor may be considered i part as expense of the
judicial system In 1970 county expenditures on
these 1tems excluding the prosecutors’ offices totaled
$33,103,484 Off-setting revenues totaled $10,275,201
The net expense to the State of assuming the cost of
these judicial functions and the salaries of county
prosecutors and assistants may be estimated at $30 0
million a year at the 1971 level

The Commattee recommends:

That the State assume the full cost of yudicial sys-
tem operations now borne by county budgets as well
as salaries of prosecutors and thewr assistants, re-
lieving property taxes of an estimated net total of
$30.0 million at the 1971 level.

State Aid

The State has sought to strengthen local fiscal capa-
bility through shared taxes and State aids The State
budget for fiscal year 1972 totaled $1,784 mullion, with
$974 7 mullion or 55 per cent designated as state aid
Included 1n the term are various revenue-sharing items
and some which can be 1dentified as state assumption of
service responsibility, rather than state aid

The present state aid programs provide amounts m
the following general categories

General Purposes $ 85,137,000

Education $523,423,000
Road Aids $ 24,982,000
Health & Welfare $316,113,000
Others $ 28,066,000
Total $974,700,000

Health and Welfare Aids

Only about $11 million of the $316 million listed
this category 1s aid for health services The remamnder
1s for poverty-related programs If the state assumed
full welfare costs, this category of state aid would be
increased by $75 4 million

Community health service aid accounts for
$5,362,000 It 1s distributed according to an equaliza-
tion formula which operates reasonably well, although
there has not been sufficient experience smce the pro-
gram’s start n 1966 to make defimtive conclusions
There are a few obvious deficiencies in the apportion-
ment formula which should be corrected These include
lack of weighting for poverty population and madequate
equalization

The Commuttee recommends:

That the Commumty Health Services program be
continued substantially in 1ts present form, after cor-
rection of the technical deficiencies noted m the ap-
portionment formula

Road Aids

State aid for local roads and highways 1s distributed
under three different programs

County aid $6 million through a formula giving
equal weight to road mileage, population and area, $2
million through a formula giving equal weight to mileage
and population, $1,155,000 divided $55,000 to each
county No matching funds are required and the money
can be used on any county road project approved by the
State Department of Transportation

Municipal aid A total of $6 6 million a year $45
mullion 1s apportioned according to mileage and popula-
tion equally Mmimums are set based on amounts
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recerved from 1936-45 $2 1 mullion 1s distributed under
the Herrick Act Each county gets $100,000 divided up
among municipalities which, m practice, are recom-
mended by the State senator Municipalities must pay a
10 per cent local share of project costs

The 1967 program $15 mullion distributed to proj-
ects chosen on a priority basis from local plans
submitted to the State Transportation Commissioner
Mantenance not ehigible Counties must provide a 50
per cent local share, municipalities 25 per cent

In 1969, under the three programs, Bergen County
recewved the highest proportion—7 66 per cent Cape
May County got the least portion—3 per cent

The two older aid programs contain many defects
The formulas are madequately concerved and so hedged
with “grandfather clauses” that they do not come close
to meeting today’s traffic needs There 1s no recognition
of higher construction costs m urban areas As a result,
the state’s six largest cities get only 2 70 to 5 34 per cent
of their total road expenditures from state aid

The grandfather clauses and equal apportionments
distort the formulas even more In the more rural coun-
ties—Cape May, Cumberland, Gloucester, Hunterdon,
Salem, Somerset, Sussex and Warren—only 10 munici-
palities recerved aid based strictly on the muleage and
population standards The other 153 municipalities all
had therr aid increased by the mummums and grand-
father clauses, n many cases recetving 3 or 4 times their
basic formula apporttonment Thus, smaller and more
sparsely settled commumties get from 20 to 40 per cent
of therr total road expenditures from state aid In such
urbanized counties as Bergen, Camden, Essex, and
Union, only 22 of 148 municipalities benefited from the
mimmums and grandfather clauses The rest had to be
satisfied with what the basic formula produced

The Commuitee recommends+

1. The three present State road aid programs—
presently totaling $30.8 million—should be consol-
1dated. One-half of this aid program should be ad-
mmstered and distnibuted under the 1967 program
authorization The other half shall be made available
in the amount of 60% for counties and 40% for
mumcipalities, to be allocated upon a population-
road mleage formula giving twice the weight to
population The Commussioner shall publish and
justify his allocations annually.

The DOT shall require all axd funds to be spent on
proyects which are m accord with a road master plan,
with due consideration to environmental and other
non-transportation factors.

2. In order to increase the cost efficiency of high-
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way construction and maintenance, the Legislature
should consider increasing the scope of the state
highway system and reducmg the local systems, in
areas where the lack of a secondary road system is
significant

3. The question of economy and efficiency and
community impact in county and municipal organi-
zation for road construction, operation and mainte-
nance should be resolved on a case by case approach
under the Committee’s recommendation relating to
regionalization of services.

The DOT shall also be authorized to prepare and
publish standards of design, construction, mainte-
nance and costs, for the information of county and
municipal officials and the public generally.

General Purpose Grants N

A total of $85 1 million of the fiscal 1972 state budget
was designated aid for “general purposes” Of this
amount $50 million met the strict terms of the phrase—
$25 mullion distributed to municipalities on a per capita
basis and $25 million m “Urban Aid” to 24 qualifying
municipalities The remainder of the general purposes
grants represented senior citizens’ tax deduction repay-
ments, police and firemen’s pension aid, and categorical
program aids admimstered by the Department of Com-
munity Affairs

In addition, the state collected $276 4 million 1n taxes
for distribution to local governments These funds came
from the financial busmness tax, personal property tax
replacement, railroad tax replacement, public utilities
gross receipts and franchise taxes, and insurance taxes

Urban Aid

Orngmally, the Urban Aid program affected only the
six largest cities in the state They recerved $12 million
a year distributed according to a formula using such
factors as the local crime and tax rates Specific pro-
grams had to be submutted for use of the money m
designated areas In practice, most of the money went
for local government employee salary mcreases Strong
criticism of the law during its first two years of operation
led to its revision m 1971

The present formula allocates funds to any city over
15,000 population which has at least 350 children 5-17
year old 1 the Aid to Dependent Child (ADC) pro-
gram, has at least one unit of publcly financed housing,
has an equalized general tax rate above the state aver-
age, and has less than the average equalized valuation
per capita Once the eligible Iist of municipalities has
been determined, the money 1s allocated 60 per cent on
the basis of the ADC figure and 40 per cent on a com-
bmation of the population, housing, tax burden and tax

g
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resource factors Detailled expenditure plans are no
longer necessary No restrictions are placed on use of
the funds locally The distribution of funds was made
October 1, 1971, and payments ranged from a high of
$7,435,889 to Newark down to $106,842 to Millville

The new formula also has 1ts anomalies The origmal
formula gave an arbitrary weight of 70 per cent to fac-
tors representing fiscal burdens and 30 per cent to needs
factors The new formula gives needs factors 60 per
cent weighting and fiscal burdens 40 per cent No ra-
tionale has been found for either set of percentages It 1s
difficult to avoid the conclusion they were chosen to
produce a desired set of results within lmits of a pre-
determied budget allocation

Why should 350 children between the ages of 5 and
17 on the ADC rolls qualify a municipality for Urban
Aid, while 349 qualify 1t for nothing? Why use ADC
enrollment at all? Again, 1t 1s difficult to avoird the con-
clusion that the number of ADC children m a com-
munity was selected because someone already counts
and reports such children for school aid purposes, so the
administrative chore 1s reduced, and the figure was
selected to produce a pre-determined result

The use of tax rates may not be desirable as a measure
of need for funds, since the more prolific the spending,
the higher the level of state aid The use of the general
tax rate—which includes county and school district
taxes—also seems somewhat misplaced 1n a municipal
aid program

The formula provides more aid to municipalities with
higher proportions of residential and apartment prop-
erty While there 1s no doubt New Jersey faces a housing
shortage, 1t 1s questionable whether one specific program
goal of state government should be made a condition
for municipal block grants A better principle might be
that specific program goals should be sought through
spectfic aid programs, while the basic mumecipal block
grant program should be based upon a broad evaluation
of municipal needs and resources

A Proposed Block Grant Program Drawing upon ex-
perience with current and past Urban Aid grant pro-
grams, 1t 1s possible to suggest a more adequate program
based on a fundamental premise a municipal block
grant program should attempt to provide all municipali-
ties with a mmmmum level of resources which can be
allocated among functions and services as the people of
a community and thewr elected representatives deter-
mme If a community wishes deluxe services, 1t can
charge 1tself a deluxe tax rate to acquire them

Upon this basic guarantee of resources, a superstruc-
ture of specific aid programs could be erected to achieve
state goals, such as a particular level of housing, health

services, police protection, street maintenance etc The
basic program would have no strings attached except
those needed to msure honest admiistration The
superstructure programs should have numerous strings
attached to measure results through performance
standards

Specifically, the proposed Mumcipal Aid Program
would msure that there 1s a direct and constant relation-
ship between the local municipal purposes tax rate 1 a
community and the amount of tax plus aid dolllars for
expenditure Expressed as a formula, the relationship 1s

Municipal Aid Grant = (Pm Vpcs — Vm)
(Pm Vpcs)

Pm=the population of the municipality, according
to the 1970 census or the estimate as of the previous
July 1 by the Office of Business Economics mn the
Department of Labor and Industry

Vpcs—=the average statewide equalized tax valuation
per capita

Vm=the equalized valuation of the municipality, as
reported by the director of the Division of Taxation
October 1 the previous year, as corrected on appeal
Tm=the local municipal purposes tax levy for the
previous year, plus the Urban A:d or Municipal Aid
Grant recerved n that year

(Tm)

For municipalities with above-average ratables, multi-
plymng the per capita statewide average of ratables
(Vpcs) times local population (Pm) and then sub-
tracting the amount of local ratables (Vm) would pro-
duce a negative number They would receive no aid
For a municipahty with below-average ratables, a deci-
mal fraction between 0 and 1 would be produced That
fraction would then be applied to the previous year’s
total of municipal purposes taxes and aid to derive the
new grant amount

In effect, the state would provide from 1ts resources
a sum of money to guarantee to each mumcipality a
property tax base equal to the statewide average prop-
erty tax base per capita

One substantial mitation of the basic formula 1s rec-
ommended no mumcipal aid grant should exceed one
half the sum of the previous year’s local municipal pur-
pose levy and Urban Aid or Municipal Aid received
n that year

Impact of the Proposed Program

As an example, the proposed formula was apphed to
Newark and to Commercial Township, Cumberland
County Newark, with a population of 382,417 and
ratables totaling $1,546,489,712 1s below the state aver-

TABLE S-2
STATE OF NEW JERSEY
IMPACT OF PROPOSED MUNICIPAL AID PROGRAM

Basic Formula

Basic Formula With
50% of Tax Levy Ceiling

Total Number Number
Number of of
of  Recipient Munici
Munict  Munict Estimated palities Estimated
County palities palities 1971 Cost Affected 1971 Cost
Atlantic 23 15 $ 2,879,549 2 $ 2,866,195
Bergen 70 7 743,877 0 743,877
Burlington 40 26 1,701,480 3 1,644,575
Camden 37 32 9,032,664 7 8,008,164
Cape May 16 3 46,159 1 42 518
Cumberland 14 11 1,302,096 4 1,283,251
Essex 22 7 30,393,307 o] 30,393,307
Gloucester 24 15 1,284,762 3 1,265,494
Hudson 12 8 26,488,961 3 25,406,212
Hunterdon 26 8 115,130 0 115,130
Mercer 13 6 7,329,047 1 6,397,535
Middlesex 25 11 3,253,197 0 3,253,197
Monmouth 53 25 2,911,023 1 2,896,882
Morris 39 9 196,231 1 196,031
Ocean 33 10 855,008 1 843,276
Passailc 16 6 7,912,856 0 7,912,856
Salem 15 11 371,683 3 334,104
Somerset 21 7 390,933 0 390,933
Sussex 24 5 167,718 0 167,718
Union 21 7 4,089,729 1 4,063,062
Warren 23 7 505,323 0 505,323
Total 567 236 101,970,733 31 98,729,640
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age 1 per capita ratables Thus a fraction of almost
one-half 1s multiplied times 1ts 1970 municipal purposes
tax levy of $43,417,480 and its 1970 Urban Aid Grant
of $4,964,103 It 1s eligible for total aid of $23,019,572
Similarly, the formula produces a grant of $18,389 for
Commercial Township with 1ts population of 3,667 and
its $11,044,789 1n ratables However, 1ts municipal pur-
poses levy i 1970 was only $30,166 and 1t would be
entitled to no more than half that amount—$15,083

All told, 236 of the state’s 567 muincipalities would
be eligtble for Municipal Aid Grants totaling $101,970,-
733 under the basic formula The remainmng 341 mu-
nicipalities would recerve nothing, since their property
tax resources are above average But the 50 per cent
ceiling would reduce grants to 31 of the 236 municipali-
ties, lowering the statewide total to $98,729,640

It 1s significant that 85 per cent of the aid funds would

go to the 24 municipalities which received Urban Aid
last year (see Table S-3) Increases would range from
50 per cent to 900 per cent over the 1971 grants In
addition, 152 mumnicipalities would receive grants for
the first ttme The proposal provides vastly increased
amounts of money for the older, larger, higher cost
municipalities over any program of the past On a county
basis, here 18 a breakdown of Municipal Aid grants at
1971 levels

Grant Condiions The Commuttee considered the
question of attaching strings to Municipal Grant aid
Since the formula bases the size of the grant partially
on the previous year’s municipal purposes tax levy,
there 1s an apparent possibility for a governing body to
attempt to gamn additional aid by varying the size of
the local budget The proposition was tested and 1t was
found that a mumcipality could get more state aid by

TABLE S-3
State of New Jersey

COMPARISON OF ACTUAL 1971 URBAN AID GRANTS
TO 24 MUNICIPALITIES AND GRANTS UNDER PROPOSED
REVISED MUNICIPAL AID FORMULA

1971 Urban Ard

Municipalty Grant P Fomuta
Newark $ 7,435,889 $23,019,572
Jersey City 3,861,861 17,039,222
Camden 2,230,650 5,705,190*
Trenton 1,925,785 6,168,957 "
Paterson 1,768,299 6,377,147
East Orange 934,376 3,864,546
Ehzabeth 890,336* 2,470,362
Hoboken 711,104 2,320,872%
Union City 662,999 2,927,605*
Atlantic City 610,291 1,649,392
Passaic 403,005 1,438,995
Orange 379,313 1,440,918
Plainfield 304,559 1,122,995
New Brunswick 290,771 1,221,125
Long Branch 275,965 664,286
Irvington 256,802 1,623,714
Vineland 254,580 509,249
Bridgeton 242,283 366,622
Perth Amboy 240,099 1,029,200
Asbury Park 227,124 485,111
Lakewood 175,686 410,849
Neptune Township 158,806 314,825
Bayonne 118,433 1,201,740
Millville 106,842 335,561
Total $24,465,858 $83,708,055

* Adjusted Grants less than Basic Grant because

1970 Local Municipal Purposes Tax Levy plus Urban

Aid less than twice Formula Grant Grant reduced to one-half 1970 levy plus Urban Aid
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raising 1ts budget, but only at a greater increase m cost
to itself The potential for manipulation 1s mimumal,
particularly 1if the first funds are applied to property tax
reduction Accordingly, the Committee proposes that
the first-year grants be mandated for property tax re-
duction

Another possible difficulty to be avoided 1s payment
of block grants to municipalities already receiving dis-
proportionate non-property tax revenues from shared
state revenues, particularly public utilities franchise and
gross receipts taxes These taxes go to those municipali-
ties where public property 1s located, with some getting
up to 75 per cent of therr total mumicipal purpose
revenue from these sources alone Such municipalities
have relatively low tax burdens and may need no add:-
tional state aid The operation of the formula together
with the Committee’s proposal to capitalize the utiity
revenues for the apportionment of county taxes will
substantially avoid this problem

Perhaps the most significant control the Commuttee
proposes 1s a system of annual reporting on the use of
the grant, an annual post-audit of such expenditures on
a work-performance basis, and the delegation of power
to the Department of Community Affairs to reduce or
withhold the block grant from any municipality which
1s found clearly to be operating wasteful programs with
mefficient management, madequate admmstrative or-
ganization, unsound personnel practices, or mefficient
delivery of services This control contemplates develop-
ment of a strong performance audit function at the
state level which will be able to evaluate programs both
as to service need and performance, mcluding unit costs

The Commuttee recommends:

1. A Municipal Aid Program, as described in this
Report, to provide block grants to each municipality
sufficient to guarantee it the equvalent of a property
tax base equal to the State average per capita tax
base. The program would distribute about $100 mil-
lion a year.

2. Replacement of the present $25 million Urban
Aid program with the broader, more adequate Mu-
micipal Aid Program, reducing the State’s net annual
cost to $75 million.

3. Restrictions on Municipal Aid grants to insure
that a) the first year’s grants must be used for prop-
erty tax reduction; b) no grant shall exceed 50 per
cent of a municipality’s previous year’s municipal
purposes tax levy plus its Urban Aid or Municipal
Aid grant; ¢) grant expenditures will be subject to
a performance post-audit by state management ex-
aminers, with appropriate sanctions for improper or
wasteful use of funds.
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State Aid for Schools

New Jersey had 1,482,469 pupils in public schools
Sept 30, 1970 They attended schools m 578 school
districts, 201 are single-municipality districts providing
elementary and secondary education, 315 are single-
municipality districts with only elementary education,
62 are regional districts of varying kinds

On a statewide basis, school spending totaled $1 73
billion 1n 1970-71, with $453 million, or 26 1 per cent,
coming from state aid In the early 1960s, state aid
accounted for 22 to 23 per cent of expenditures This
jumped to 28 6 per cent in 1966-67, following enact-
ment of the state sales tax The aid proportion has been
dropping since Since 1966, each annual increase in
school expenditures has exceeded $100 million In only
one of those years did state aid cover more than 35
per cent of the increase—in the 1966-67 year additional
state aid covered 97 per cent of the increase Thus, 1t 1s
apparent that local taxes bear the brunt of public school
finance in New Jersey The state ranked 42nd in per-
centage of public school finances provided from state
revenues 1n 1970-71

Local school taxes rose from $410 mullion in 1960
to $1,288 billion 1n 1971 The average full value school
tax rate rose from $1 42 per hundred to $2 12 in that
same period School taxes were 49 2 per cent of local
tax bills n 1960, on average, and by 1971 took 58 per
cent of local tax bills In 1970, average current expense
per pupil was $800 56

With the heavy dependence on local property taxes
to support schools, local variations were very wide
Essex County mumnicipalities had the highest average
local school tax—$2 64 per hundred Cape May County
districts had an average school tax rate of only $ 93
per hundred Cape May municipalities spent only 35 5
per cent of therr taxes on schools, while Hunterdon
County municipalities spent 73 9 per cent on schools
Cape May had $87,230 in property valuations for each
pupil, while Salem County had only $20,206 m valua-
tions per pupil Although both spent approximately the
same amount per pupil, municipalities n Salem had to
levy a school tax that averaged twice as high as those
i Cape May Disparities among individual school dis-
tricts were even wider

New Jersey ranked 8th in the nation mn total public
school enrollment but was tied for 47th in the number
of school-age children per 100 adults aged 21-64 1n
1969

New Jersey ranked fourth in personal income re-
cewved ($22,470) by residents per child in 1969

It ranked 15th m average number of pupils per
teacher (2121 m 1969, compared with a national




average of 22 7) It ranked 8th m estimated salary of
all teachers in public schools in 1970-71 Only New
York and Alaska had higher expenditures per pupil i
1970-71 |

Current expense costs per pupil among districts
ranged from a high of $10,477 30 to a low of $484 40
Excluding the 20 per cent at each extreme, the range in
current expense per pupil was from $962 59 down to
$660 76 The highest costs per pupil occurred in the
small number of districts which operate only high
schools while the lowest costs occurred mn districts which
operate only elementary schools

Equality Equality of educational opportunity has
long been one of the basic values of democracy Since
1875 the State Constitution has contamed the following
mandate

“The Legislature shall provide for the maintenance
and support of a thorough and efficient system of free
public schools for the mnstruction of all the children
mn the State between the ages of five and eighteen
years ”’

There are substantial differences of opimion as to
what constitutes equality of educational opportumty
Among standards discussed are equal expenditures per
pupil, equal taxable valuations per pupil, a specified
hmit to variations among districts, specified mmmum
attamments such as ability to read by age 9, allocation
of resources m accordance with ability to pay, and
development of the full potentialities of all pupils Some
have challenged the 1dea that expenditures per pupil are
a measure of educational quality But one authority has
responded, “If money 1s madequate to improve educa-
tion, the residents of poor districts should at least have
an equal opportunity to be disappointed by 1ts failure ”

All the disparities 1n school financing cannot be ex-
plamed by differences 1n fiscal capacity For instance,
136 New Jersey school districts had taxable valuations
m the average range of $30,000 to $40,000 per pupil
Yet they supported educational spendmg programs
ranging from $600 per pupil to $1,600 per pupil

Thus, equal fiscal capacity does not necessarily mean
equal educational opportunity

Local control of public schools has a long tradition
and remains the basis for delivery of educational serv-
ices m all states except Hawan The theory has been
that local control of schools and local financing are
mseparable But such authorities as Dr James B Con-
ant and the late Dr James E Allen Jr have argued
that control of the vital aspects of schools can be main-
tamed at the local level even if financing comes from
the State In fact, local control may be of little value
under present circumstances i many districts, where
there 1s too little 1n the way of fiscal resources to do
more than select one of a number of bad choices
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Recently, a number of State and federal courts suits
have been filed n New Jersey and elsewhere challenging
present school financing schemes as a violation of the
Equal Protection clause of the United States Constitu-
tion or the education clause of the State Constitution
Several of these cases have resulted 1n orders to abandon
unequal financing methods The recent New Jersey
Superior Court decision 1n the case of Robinson et al v
Cahill et al produced a symilar order

State Aid The modern period of state aid for schools
i New Jersey began mn 1954 with enactment of the first
fully funded equalization program, proposed in the 7th
Report of the Commussion on State Tax Policy The
present state aid system mcludes aid 1 25 categories,
totaling $485 million 1n the 1972 fiscal year

The present equalization aid formula produces $245
million 1n aid for 596 districts, imncluding 18 county vo-
cational districts The aid 1s computed on a varlety of
factors, mcluding mmmmum aid for those districts with
large local fiscal resources, equalization aid based on
ratables, “Bateman Formula” aid based on equalization
and performance incentives, “save harmless” grants,
$27 per pupil for the “Big Six” cities, and $25 per pupil
for all districts The Bateman formula aid (named after
the State Senator who headed the commussion which
proposed the formula) has been only partially funded
If 1t were to be fully funded by the 1973-74 school year,
it would require $356 million a year m additional aid
over present levels, according to estimates by the New
Jersey Education Association Thus, State revenues
would have to be increased $119 mullion each year for
three years If full funding were achieved over a five-
year period, annual increases of $87 mullion a year
would be needed The state would then reach the goal
proposed m the formula financing 40 per cent of the
projected $2 53 billion school expenditure bill

Even full funding of Bateman formula aid will not
end disparities in educational resources The mmimums
and flat rate grants lessen equal educational opportunity
m a fiscal sense The formula contams factors which
encourage disparity m per pupil expenditures Wealthy
tax districts will still enjoy lower tax rates for a given
expenditure program The court order in Robinson v
Calull, unless reversed on appeal, would end use of the
mimmum aid factors

The search for the “perfect” state aid program which
will equalize educational opportunity on the basis of
equality of local fiscal capacity 1s destined to remam a
will-o-the-wisp, so long as spending programs are per-
mitted to vary among districts according to the imtiative
and willingness of people to tax themselves for pubhc
education Nor would 1t be possible to achieve substan-
tial equality of local tax rates for schools, even with a

fixed level of school district spending programs, unless
the state aid formula reduced all local rates to the rate
of the near-wealthiest district, imposing a financial bur-
den on the state which would be imprudent if not 1m-
possible In comparison with such a state aid program,
full state financing 1s a much more attractive alternative

State Financing would provide a number of important
advantages

—1It would elimmate the wasteful competition mn edu-
cational programs and tax rates which now exists among
local districts

—1It would reduce municipal “ratables zonmg,” with
important benefits for the social, esthetic and environ-
mental health of local commumties Now, as costs of
school needs are felt locally, municipalities attempt to
zone out people and children and to zone in mdustry
They may not attract the industry, but they succeed m
keeping out the people

—Support for State housing policies would probably
increase as zoning deterrents relaxed

—Schools could be supported by balanced use of
property and non-property taxes A umform statewide
property tax at a modest level could be substituted for
the present existing local tax rates, without trying to
shift the entire burden of school costs to non-property
taxes

—Tax havens could be elimmated The present dis-
parity creates unearned tax shelters for avoidance of
equal contributions to the state responsibility for edu-
cation

—Expenditures of adequate funds by school districts
to provide an equalized educational program can be
assured The legislature would have both the opportunity
and the responsibility to decide how much per pupil 1s
to be supported and can thus encourage districts with
madequate programs Such a role would fulfill Iiterally
the education clause of the State Constitution

—1It can remove a deterrent to school district re-
orgamzation, which often founders because of the un-
willingness of a wealthy district to take up the burdens
of a poorer district

—Of greatest importance, state financing would pro-
vide for equal educational opportunity within the mean-
mg of the recent judicial decisions

Full Funding of Local Schools by the State The
Commuttee 1s unanimous 1n the behef that the time has
come for substantially full funding of the public elemen-
tary and secondary school system by the State govern-
ment This was also the conclusion reached by the
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Fleischmann Comnussion m New York State recently
It 1s the most promising way of satisfying the equal
taxation and education requirements of recent judicial
decisions while retaming local administration of schools

The Commuitee recommends:

That the State assume responsibihity for all of the
operating costs of a standard quahty education.

Educational Program Wide disparities 1 spending
per pupil now exist, due to such factors as differences
1 regional costs of living, differmg education problems,
and varying education standards among districts In
response to these diverse influences, actual expendi-
tures per pupil are heavily affected by underlying differ-
ences 1n taxable valuations per pupid A State funding
program must be flexible enough to recognize inherent
differences among districts and yet be expressed mn terms
of a uniform quality of education which eliminates the
effects of taxable wealth as a factor mn educational
quality

The Commattee recommends:

The Commissioner of Education shall annually
determine and promulgate a current expense cost per
pupil sufficient to support a umform high quality
standard of elementary and secondary education, pro-
vided that he shall not for any year promulgate a cost
per pupil which is greater than 120 per cent of the
weighted average expenditure by the school dis-
tricts during the next preceding school year.

Each district shall be entitled to an annual distri-
bution of the amount of the promulgated cost per
pupil multiphed by its number of weighted pupils,
determmed in accordance with the Bateman Act.
The distribution to the school districts shall take nto
account inherent regional cost differences so that the
amount provided for each school district will be
sufficient to permit the district to achieve for ifs
pupils the quality of education intended by the pro-
mulgated standard.

Variations from the Standard Quality Program The
Committee has been deeply concerned with the extent
to which any school district should be allowed to vary
the quality of its education program above or below
the promulgated standard There are those who feel
strongly that every child, no matter where he lives,
should recerve the same quality educational program
This 15 a Iiteral application of the equality standard and
would produce the same result as a single state school
district Others feel equally strongly that the State should
encourage “hghthouse districts” which can eventually
bring to all pupils the benefits of mnovation and ad-




vancement 1n the art of teaching and learning Which-
ever 1s the more valid approach, the Commuttee believes
that 1t 1s neither necessary nor desirable now to try to
force a reduction of expenditures 1 those districts which
have been spending above-average amounts per pupil
On the other hand, 1t 1s feasible and desirable to en-
courage, and possibly compel, those districts which now
have inadequate and under-funded education programs
to take advantage of state support to raise the quality
of their education programs

The Commattee recommends:

(a) Any district which has been spending less than
the amount certified for the district shall be encour-
aged by the Commissioner prudently to increase its
expenditures to the amount certified, provided that no
district may increase its current expenditures per
pupil for any year by more than 20 per cent over the
prior year’s expenditures unless it shall first receive
the approval of the Commissioner, except that any
district shall be enfitled to increase its per pupil ex-
penditures to the standard quality state program over
a period of five years with or without approval.

(b) No district may spend more per pupil than the
State quahity program provides unless the question is
first approved by the voters of the district at a refer-
endum, provided that any district which was spending
more per weighted pupil than the state-supported pro-
gram prior to its adoption may continue to spend that
amount per pupil without a referendum.
Equalization of Leeway Abuity Although 1t 1s neces-

sary to allow school districts, with the approval of their
voters, to exceed the per pupil expenditures certified by
the Commussioner of Education, it 1s also lcgcally
necessary to prevent this process from re-establishing
educational inequality The Commuttee, after consider-
ing several alternatives, finds that state cost-sharing can
equalize tax burdens of financing local leeway expendi-
tures Under an optimum cost-sharing approach, the
state would provide a district of average wealth with half
the cost of 1ts local leeway expenditures For districts
of greater or less wealth, the state percentage would vary
mversely with the district’s wealth per pupil, as i the
following formula

State share of local __

tricts, they have very few pupils and they would be able
to finance leeway expenditures with a lower tax rate
per dollar than districts below the hmit The Commuttee
believes they would have no effect on educational equal-
ity

The Committee recommends:

The State shall equahze the ability of all districts
to provide local leeway expenditures, subject to the
approval of the voters of the district, by State sharmmg
of the cost of such expenditures on the basis of a pay-
ment of 50 per cent of the cost exceeding the standard
State quality program, for a district of average wealth
per pupil (using a weighted average), with propor-
tionately more of a state share for districts of less than
average wealth, and a lesser state share tapering to
zero for districts with more than twice the average
wealth. To control the scope of the State’s commit-
ment, the state should not share m any cost per pupil
exceeding 133 per cent of the current State-certified
program for the district.

Other School Aid Programs Building aid, atypical
student aid and other categories of existing state aid
programs would not be affected by the proposed State
funding of operating costs Such programs, including
transportation, would be aided and financed as under
present law

The Commattee recommends:

The proposed full funding of operating expenses shall
replace existing formula aid only. All other existing
programs should be retamed as presently authorized.

Collective Bargaining With the State paying substan-
tially all the costs of local education, there 1s a new State
responsibility for the manner m which such costs are
determined At the outset the problems might not be
severe, but 1t would be unrealistic to assume that the
Legislature would be satisfied very long with the re-
sponsibility of making annual appropriations for full
school costs 1f those costs were largely the result of 578
different collective bargamning efforts by the school dis-
tricts

( 5 X Local Equalized Valuation Per Pupil X 100)

leeway expenditure ~ = State Avg Equalized Val Per Pupil

This formula would provide absolute equality of tax
rate among districts for any leeway expenditure for all
school districts up to $62,316 per weighted pupil or
$77,895 per unweighted pupil (double the state aver-
age), as of 1971 Above the limits, there would be no
State sharing But there are only a handful of such dis-
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The Commatiee recommends:

Estabhshment of a regional collective bargaining
system for teachers’ salaries and fringe benefifs. A
regional representative of the State, after comsulta-
tion with local school boards, would be authorized
to bargam collectively for the school districts in rela-
tion to salaries and fringe benefits of teachers and

administrators, with power to recognize historical,
cost of hving and other inherent differences among
districts and regions., The result of the collective
bargaining shall be binding on the school districts.

Retained Local Control The Commuttee agrees with
Dr Conant and Dr Allen that local control over public
schools 1s both desirable and feasible together with State
funding

The Commattee recommends:

Each local board of education shall continue to be
responsible for:

(a) educational programs;
(b) staffing ratios;
(c) appointment of personnel;

(d) selection and implementation of auxiliary serv-
ices;
(e) conditions of work, and work assignments;

(f) administration and management of the school
system.

Source of State Funds Total school costs now run
about $19 billion a year Local property taxes ac-
counted for more than $1 2 billion of this amount It
would take extreme increases 1 other taxes to replace
this entire property tax burden For example, full re-
placement of the 1971 amount would require an added
10 per cent sales tax or more than the yield of an in-
dividual mncome tax at full New York State rates

However, a property tax levied at a uniform rate
statewide could still produce the benefits of full state
funding and reduce the amounts needed from non-
property taxes to manageable proportions

Property taxes at four different statewide rates il-
lustrate the possibilities

A If the rate were set at the 1970 median ($2 13),
total collections would be $73 mullion more than was
collected by the municipalities But 284 districts would
have therr taxes decrease by varying amounts, while 283
districts would have increases

B At a $2 00 rate (the present average), state col-
lections would equal present local school taxes But 227
districts would have rate increases and 340 would have
reductions

C At a $1 50 rate, 467 districts would enjoy sub-
stantial tax reductions, while 100 would have mcreases
The State would need $277 3 million 1n replacement
revenue from non-property tax sources

D At a $100 rate, 519 districts would have tax
reductions totaling $564 3 muillion, while only 48 dis-
tricts (largely tax havens) would have increases totaling
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$9,036,585 The State would need $555,258,654 1n re-
placement revenue

A statewide property tax at a $1 00 rate would pro-
vide a stable base for financing school operating costs,
avoiding some of the consequences' of wider annual
swings 1 revenues from less stable tax sources Such
a rate would permit a reduced level of personal mncome
taxation, giving New Jersey a balanced, moderate tax
structure that does not lean too heavily on any one rev-
enue source and compares favorably with rates m all
neighboring states for all major tax sources In addition,
a $1 00 statewide property tax would reach the ratables
of those tax havens which represent such a serious com-
petitive threat to their neighboring municipalities

The Commutiee recommends:

State funding of local schools should be financed
by a tax of $1.00 per hundred of equalized property
value in each municipality, replacing the present lo-
cal school tax, and by non-property taxes to make up
the balance. Districts which chose to spend more than
the standard State program would finance the leeway
amount, less State aid, by a special property tax
authorized by the voters.

Cost of the Program

The cost of the program has been estimated as follows
for the first year, assuming 1t were adopted for the 1972-
73 school year

Basic quality program $1,496,179,429
unused potential* 127,570,089
Net 1,368,609,340

State share of leeway” 37,294,781
1,405,904,121

Property Tax 552,992,026
852,912,095

Present formula 71-72 245,013,900

New Money Needed $ 607,898,195

*about 40% of the districts
¥about 60% of the districts

The above estimate 1s based upon the following basic
1971-72 data

Current expenditures

to be financed $1,495,972,769
Weighted pupils 1,774,815 1
Average expenditure $842 89
State average equalized valuation

per weighted pupil $31,158

Educational Quality Full state financing also carries




with 1t greater state responsibility to assure good quality
education 1n all districts A performance standard for
testing the success of the districts—perhaps on an m-
dividual pupil basis—would be desirable Such account-
ability 1s not yet easy to obtain because results are not
clearly measurable There are indications, however, that
rapid progress 1n the art 1s being made

The Committee recommends:

The Commissioner of Education should be re-
quired to develop and publish a periodic evaluation
of the effectiveness of the State’s public school sys-
tem, with a view to achieving the best possible per-
formance of all the public schools and of the system
as a whole.

The Commissioner of Education be given a man-
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date to develop and administer, subject to the
approval of the State Board of Education, appropriate
remedies to be employed where a district fails
contmually to show sufficient educational progress,
and to report publicly his recommendations and
actions under this procedure.

Whenever an increase in the per pupil expendi-
tures of a district would exceed the State supported
program beyond a reasonable local leeway, the State
Board of Education, upon recommendation of the
Commissioner, may lmit any increase in the dis-
trict’s per pupil expenditure 1if the district 1s already
spending more than one-third above the amount de-
termmed and certified by the Commissioner for the
district or such increase would cause its expenditures
to exceed such amount by more than one-third.

Chapter 1V

Further Reform of the Property Tax
Refer to Part 11 of the Report

Even at the reduced levels recommended by the
Commuttee, improvements in the structure and admin-
1stration of property tax must be made to end remaining
mjustices and 1nefficiencies

A number of adjustments 1n the tax base, existing and
proposed, were considered by the Commuittee Most
were aimmed at alleviating some of the harmful side ef-
fects of the tax or at using such side effects to achieve
some benevolent purpose New adjustments proposed
included classification of property and site value taxa-
tton Existing adjustments 1n the base which were evalu-
ated mclude tax-exempt property, veterans’ exemptions,
farmland assessments, housing abatements, and senor
citizens exemptions

Classification of Property

Classification of different types of property for differ-
ent property tax treatment has been tried historically in
an effort to shift burdens from one class of taxpayers to
another Minnesota has had the most highly developed
classification system since 1913 It has long been a
source of controversy Those with experience in admin-
1stering Minnesota’s law strongly oppose classification
One deputy commuissioner of taxation advised concisely,
“Don’t do 1t ” The former commussioner of taxation said
the classification system cannot work equitably and leads
to changes 1n the law mspired by politics, not economics
In 1970, voters mm Massachusetts defeated a property
tax classification proposal

The Commattee recommends.

No program should be considered which would

. resort to classification of real estate or shrink the tax

base further or distort its use to distribute the local

tax burden. Massive over-all reduction m the prop-

erty tax burden, as recommended by the Commuttee,

will provide basic correction of the causes of the
pressure for further exemptions or subsidies.

Site Value Taxation

A more fundamental type of classification 1s implied
1 proposals for site value taxation—partially or totally
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exempting 1mprovements from property taxes Such
proposals would shift much, 1f not all of the tax to land
This approach 1s similar to Henry George’s 1dea of tax-
ing land only Dr Netzer evaluated the proposal for the
Committee, basmg his work on a study made in three
New Jersey municipalities He considered four social
goals the need to encourage new private mvestment in
the older cities, the desire to expand the housing supply,
preserving open space, and easing the economic position
of older citizens with low or modest incomes

He concluded that proposals to exempt all improve-
ments or 50 per cent of the value of improvements ap-
pear, on balance, to offer significant advantages and few
disadvantages when compared with the present property
tax system 1n achieving the four stated goals However,
he cautioned that the study dealt with averages for each
class of property and that individual properties might be
affected quite differently If a rapid change were made
to site value taxation, there would be very extreme -
dividual windfall gams and losses Dr Netzer suggested
even a mild reform plan should be adopted only after
close exammation of the effects on individual properties
within specific municipalities

The Commuittee was most impressed with the possi-
bility of encouraging new private mvestment m older
cities through use of site value taxation Coupled with
other recommendations 1n this Report, as well as grow-
1ng national aids to urban centers, tax deterrents to pri-
vate mvestment 1 cities could be reduced appreciably

However, site value taxation, by shifting taxes to land,
would run counter to other policies which seek to pre-
serve open space, such as the Farmland Assessment
Act Some recent reports on use of site value taxation
elsewhere have not been encouraging Therefore, site
value taxation must be considered only as one additional
approach to the stubborn and difficult problems of urban
centers It 1s not acceptable for general application at
this time

The Commattee recommends

1. That principal urban centers be given the op-
tion of usmg a system of site value taxation, under




which land 1s assessed at its full value and improve-
ments at half of thewr value.

2. A prncipal urbanized center shall be defined as
a municipahty with 100,000 population or more, or
a central city of at least 50,000 population of a stand-
ard metropolitan statistical area, as defined by the
U.S Census Bureau.

3. The system may be adopted only after winning
a majyority of votes cast in a municipal referendum.

4. A five-year transitional period shall be provided
for mstallation of the system.

5. Once adopted, site value taxation may not be
abandoned except upon another referendum. A five-
year transitional period shall be provided for return
to the regular tax base.

6. The regular tax base be used for purposes of
county and state apportionment of taxes.

Tax Exempt Property

Tax exemptions for governmental property and pri-
vate charitable, rehigious and educational property cause
problems 1n all states to varying degrees, depending on
terms of their laws and their property tax levels There
have been many criticisms of present exemption systems
by federal, state and private commussions Terms such
as “property tax philanthropy,” “blind subsidy” and
“compulsory contributions” are often used

Exemptions for private institutions have been criti-
cized by the Advisory Commission on Intergovernmental
Relations on three grounds

1 State-granted exemptions spread the costs
among taxpayers mn one locality, not to a statewide

tax base The impact 1s unequal and sometimes a

community bears costs of an mstitution which serves
a much wider area

2 Legslatures may feel unduly benevolent when
they can make generous contributions to worthy pri-
vate causes without any obvious cost to the state

3 The legislatures are actually imposing forced
contributions on local taxpayers without their consent
and outside of local budgetary processes

The Commussion suggested that outright grants in-
stead of exemptions would avoid the mequities and
replace hidden subsidies They would also offer the
opportunity to judge whether the service performed 1s
worth the continuing grant, a test rarely used when
exemptions are considered In any case, there 1s a need
for full compilation and dissemination of statistical data
m an area where costs are shifted automatically and
ordinary budget scrutiny 1s not available

There 1s a consensus that at least the following criteria
should be applied 1n considering exemptions

1 The property tax loss should be clearly identi-
fied and be considered a cost of government®

2 Exemptions should have clearly defined objec-
tives and benefit the community

3 No exemption should be granted if 1t benefits
the group at the expense of another equally disad-
vantaged group g

4 No exemption should be granted 1if 1t costs more
than an alternative public program

5 No exemption should be granted if the objective
could be achieved more efficiently and equitably
through a direct subsidy
Tax exemptions are a sizable problem mm New Jersey

In 1971, exemptions removed $11 9 billion worth of
property from local tax rolls, about 20 per cent of all
land and improvement values in the state About 15 per
cent of the state’s land area was exempt

The ownership and value of the exempt properties
was

Municipal government $429 billion
County government $ 87 hbillion
State government $12  bilkon
Federal government $18 billion
State, interstate authorities $ 65 billion
Charitable, non-profit groups $ 86 billion
Fraternal organizations $ 026 billion
Religious orgamzations $17  billion
Other $ 5 billion

In terms of acreage, Hunterdon County had the low-
est percentage of exempt land—4 45 per cent On the
other hand, one-fourth of all land 1n Hudson and Bur-
Iington was exempt In terms of property values, the
range of exemptions ran from a low of 9 72 per cent
of Cape May County’s total valuations to a high of 44
per cent of Burlington’s Within municipalities the range
was even larger State-owned property accounted for at
least 1 per cent of the values in 125 of the 567 munici-
palities, reaching a high of 55 per cent of the gross valu-
ations 1 Chesterfield Township (Burlington County)

It 1s obvious from these disparities that unsuspected
and mequitable burdens are being borne by communi-
ties, often with little relationship to the benefits received
Granting that the purpose of tax exemption 1s to support
some public benefit, there remains the question of how
the costs are to be distributed

No purpose would be served by taxing municipal
property for municipal purposes, school property for
school purposes, or county property for county pur-
poses In each case the addition to the tax base would
be canceled by adding the tax bill to budgeted expend-
tures No redistribution would result

State-owned and privately owned exempt property
are another matter If they were subject to property tax-
ation, revenues to pay the tax bills would have to come
from non-property tax sources There would be a shift

of the tax burden from property to other private or
public sources

It should be noted that certain exemptions cannot be
changed without amending the State Constitution, which
provides
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Exemptions from taxation may be altered or
repealed, except those exempting real and personal
property used exclusively for religious, educational,
charitable or cemetery purposes, as defined by law,
and owned by any corporation or association or-
ganized and conducted exclusively for one or more
such purposes and not operating for profit
Over the years, a number of expedients have been

developed 1 an attempt to cope with problems arising
from exemption of public property Such expedients 1n-
clude payments 1 heu of taxes by the state, counties,
authorities, and commussions, usually where the land or
amount of ratables exceed some specified mmmum or
serve some special purpose In the 1970 fiscal year, the
state distributed $155,777 to municipalities through
various payments in lieu of taxes, obviously far short of
any solution to such a widespread problem

The Commattee recommends:

1. Municipal property owned by the taxing district
should be exempt, except when leased for commercial
purposes.

2. County-owned property—other than parks,
roads and bridges—should be taxable by the mumci-
pality mn which 1t 1s situated for munrcipal purposes
only, and should not be used m County tax appor-
tionment. This will redistribute the cost of serving
such property from the mumcipal tax base to the
county-wide tax base.

3. Public school property should continue to be
exempt from taxation by the school district and also
by the mumcipality, where it 1s owned by and located
within a school district which 1s co-termmous wth a
single mumicipality; pubhc school property of a
regional school district should be taxable by the
municipabty m which 1t 1s situated, for municipal
purposes only, and should not be used m County tax
apportionment.

4. State-owned property other than roads, bridges,
parks, recreation areas, riparian rights, watersheds,
reservonrs, wilderness areas and open space, should
be subject to State payments mm heu of taxes for
county and municipal purposes only at the various
local tax rates. This will redistribute the cost of
serving such property from the municipal property
tax base to State-wide non-property taxes It 1s
estimated that $13.5 milhon will thus be shifted
annually.

5. Exemptions for rehgious, charitable, educa-
tional and cemetery uses, as protected by the Con-
stitution, should be retamed, but all other property
tax exemptions should be submitted by the Legisla-
ture to a statewide referendum to determme whether
they should be continued

6 Part II of the report also mcludes specific
recommendations for the continued exemption or
taxation of property of public authorities, treating
them generally 1n a manner parallel to the above
recommendations relating to state, county, munici-
pal and school district property.

Veterans’ Exemptions

The State Constitution grants qualified New Jersey
war veterans a $50-a~-year deduction from their prop-
erty tax bills In 1971, the deducttons totaled $22 3
mullion They amounted to 1 7 per cent of the gross tax
levied on real estate, requiring sizable offsetting -
creases 1n local tax rates

The original purpose of the exemptions was to recog-
nize the service of veterans to their nation and state and
to make readjustment easier However, the deduction
produces a shift m the tax burden from those who can
claim the exemption to those who cannot—among them
other less affluent veterans and the parents and children
of veterans

The Advisory Commussion on Intergovernmental Re-
lations has pointed out

“Property tax exemption 1s the wrong way to
finance veterans’ continuing bonus and disability pay-
ments This method, to be sure, 1s merely an expan-

ston of traditional procedure and, politically, 1s a

rather painless way of making big annual expenditures

since 1t can be done without budgeting and without
accounting
If these benefits to veterans are socially desirable

they should not be contingent on property owner-
ship ?

The Commattee recommends.

The State Constitution should be amended to re-
peal the veterans property tax deduction.

Farmland Assessment

The Farmland Assessment Act of 1964 provides pref-
erenttal assessment of “land actively devoted to
agricultural or horticultural use” at its value for use
rather than its value on the real estate market Two
other key provisions of the act are

1 Preterential assessment 1s granted only to land
of not less than five acres, 1n a single ownership, from
which gross sales of products or payments received
under a government program must average $500 a
year for the two preceding years or there must be
clear evidence that 1t will do so within a reasonable
time




2 When the use changes to non-agricultural or
non-horticultural use, there 1s a roll-back tax due
equal to the difference between the amount paid and
what would have been paid under normal assessing
for the year of change and the two preceding years

In 1971, preferential assessments under the act totaled
$7 4 million or 34 per cent of valuations m the state

The primary mtention of the act was to help preserve
agriculture 1n a rapidly urbanizing state, and thus help
preserve one kind of open space Whether the act has
actually served these purposes 1s not clear from the
evidence so far Between 1964 and 1969, farm acreage
m the state shrunk by 10 per cent and the number of
farms declined 20 per cent A survey m 1967 by the
Department of Agricultural Economics and Marketing
at Rutgers—The State University found a majornity of
the farmers surveyed said the act had no mfluence on
therr decisions on whether to sell thewr land On the
other hand, 40 per cent reported the act had been a
posttive mnfluence 1in enabling them to continue to farm

While 1t 1s clear that for the most part the act has
been used by those for whom 1t was intended—farmers
—the Committee has heard complaints about corpora-
tions buying large farm holdings near developing areas
and qualifying for preferential assessment through pro-
duction of $500 mn hay crops etc It is questionable
whether any public policy justifies shifting tax burdens
from land speculators, casual farmers, or even gentle-
men farmers to others in the community

The Committee concludes that 1t 1s necessary and

desirable to tighten up provisions of the act in light of
seven years’ experience

The Commuttee recommends:

1. That to quahfy for farmland assessment, the
owner must receive at least 25 per cent of his gross
mcome from farm operations, and the farm must
yield at least $500 a year plus an average of $25 an
acre for each acre over five acres.

2. The rollback should be extended by Constitu-
tional amendment to the year of change of use plus
four preceding years, by adding one year each year
for the first two years after the amendment. Assessors
should be required to carry qualified farmland on the
tax rolls at both full market value and the qualified
farm valwe.

3. New regulations of the Director of Taxation
should be promptly implemented and firmly enforced.
To determine the owner’s income qualification, the
gross mcome cf the owner and spouse living together,
and the consolidated mncome of corporate owners and
of holders of a majority of stock of the corporation
should be used.

Housing Abatements

Three types of laws provide property tax abatements
to encourage construction of housing for low and mod-
erate-income families

1 Pubhc housing authorities pay 10 per cent of therr
rent rolls to the municipalities 1 which they are located,
m heu of taxes

2 Middle-income developments, usually funded un-
der federal programs, can receive special tax treatment
under two enabling acts Limited-divided housing cor-
porations may pay 15 per cent of rent to the city in heu
of taxes Urban renewal corporations may also pay 15
per cent of rents but for a shorter term, under the Fox-
Lance formula

3 New Jersey Housing Finance Agency projects for
moderate-income families are eligible for payments in
lieu of taxes of 20 per cent of rent or less, either under
provisions of the law creating the HFA or the Fox-
Lance formula In practice, most HFA developments
are expected to recerve abatement of taxes to the 15-
per-cent-of-rent level

These programs are aimed at stabilizing and sub-
sidizing housing costs of the low and moderate-income
famibes who live i the apartments constructed As
such, they produce revenues which fall short of the
public costs generated and represent a shift of costs to
other property owners in the municipality They further
housing policies at the expense of tax policies Two
questions arise

A Is 1t appropriate to shift the cost of housing tax
abatements to municipal taxpayers, or would 1t be ap-
propriate for the State to reimburse the municipalities
for the costs they mcur mn excess of the payments they
recerve from the housing developments?

B Will massive general property tax reductions to-
gether with tax shelters granted in federal housing legis-
lation cause the existing tax abatement programs to
become outmoded?

The Commaitee recommends:

Property tax abatements are more closely related
to housmg policy than tax policy, and their imphca-
tions should await the report of the Governor’s Task
Force on Housmg, but each such program should be
recognized as a form cf shrinkage of the property tax
base which requires the most careful selection and
evaluation.

Senmior Citizens’ Deductions

Even a generally tolerable property tax level can
produce hardship for individual taxpayers or groups of
taxpayers Senior citizens make up one group which
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often presents special property tax problems, for two
reasons

1 They have usually experienced a drastic reduction
n mcome after retirement and are especially susceptible
to the effects of inflation

2 The tax rate represents a levy on unrealized capital
gam, because the appreciated market value of their
homes bought over a hifetime cannot be used to pay
taxes so long as they live in them

New Jersey recognizes the housing problems of the
elderly through special provisions of the State Con-
stitution and Law Resident property owners over 65
with mncomes of $5,000 or less are given a $160-a-year
deduction from their property tax bills (less if the bill
does not total $160) Half the cost of the program 1s
borne by the municipalities, and thus 1s paid for by
local property owners, including the senior citizens
themselves The other half of the cost 1s borne by the
State, and thus falls on non-property taxes

The senior citizens deduction scheme 1s deficient m a
number of ways The deduction 1s considerably less than
the maximum assistance provided in such states as
Wisconsin, Kansas, Minnesota, California and Vermont,
where credits as high as $475 are afforded The New
Jersey deduction does not vary with income or the local
property tax level and provides no relief to elderly
renters, who may be in the greatest need of assistance

The lack of variation with income 1s mequitable A
claimant gets a $160 deduction whether he has $1,000
m mcome or $5,000 If his mcome 1s $5,001, he gets
nothing A shding scale for ehgibiity would eliminate
the arbitrarmess of the cutoff pomnt Operating like a
negative, progressive tax, it would allow greater benefits
for those at the lowest income levels without increasing
the total cost It would also permut benefits to be spread
over a greater range of mncomes, a step which can also
be accomplished by broadening the definition of income
The present definition 1s broad, but it excludes social
security benefits The result 1s that a person with $6,000
mcome but no social security benefits gets no senior
citizens’ deduction, while a person with $4,500 mcome
and $1,500 1n social security benefits gets the deduction
If the reason for setting an mcome eligibility require-
ment 1s to define the taxpaying capacity of the claimant,
the source of the income should be immaterial

After studying various income adjustments, the Com-
mittee concludes that a simple concept will accomplish
all that 1s required each elderly taxpayer should be
responsible for property tax payments up to 7 per cent
of his mcome The tax abatement should then cover the
remainder of his bill, up to a specified maximum

The 7 per cent imncome factor 1s based on the fact that

N
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20 to 25 per cent of family income 1s spent on housing
and 20 to 25 per cent of housing costs (1n rental units)
1s attributable to the property tax Thus, 25 per cent
of 25 per cent approximates the general level of income
taken for taxes

A general celing of $500 should be applied to the
amount of taxes which will be abated, for fiscal reasons
and to limut assistance to reasonably standard housing
accommodations The $500 ceiling 1s based on the
median value of dwellings in New Jersey mn 1970—
about $22,000 The Committee’s tax reform program
would reduce the statewide general tax level to about
$2 00 per hundred, producing a tax bill of $440 a year
when applied to the median house Because of wide
variations 1n local rates, the ceiling should be adjustable
upward or downward This can be done by applymng a
percentage based on the difference between the local
tax rate and the median effective tax rate m the State
This would minimize the present unequal treatment of
senior citizens living 1 different mumcipalities with
different tax rates The rate adjustment factor would be
determined by the following formula

Equalized tax rate of Municipality X $500
Median effective tax rate of State

A minimum rate adjustment factor of 6 and a maxi-
mum of 14 should be set Thus the ceiling could vary
between $300 and $700, depending on the local tax
rate The claimant’s 7 per cent income factor would be
subtracted from this amount to determme his benefit
The result 1s a deduction which varies with ncome and
with the relative tax burden m the municipality The
arbitrary cut-off 1s eliminated

The present senior citizens’ deduction provides no
relief to those who, by choice or force of circumstances,
rent their housing They are discriminated agamnst, even
though a sizable proportion of ther rents 1s used to pay
property taxes This defect could be cured by treatng 25
per cent of rent payments as property tax payments
Thus, a senior citizen paying $150 a month rent could
treat $450 a year as the amount of taxes paid Rehef
could be provided under the same ncome and rate
factor adjustments applymng to elderly homeowners

The cost of the present deduction 1s estimated at
$24 4 million a year, half borne by the State, half borne
by local taxes The Commuttee staff estimates the total
cost of the new deduction system we have described
would be $50 5 million a year Present deductions are
admimstered by local assessors In those states which
have mcome taxes and provide property tax relief to
sentor citizens, the deduction has been administered by
the State as a credit against the mcome tax If the credit
exceeds the mcome tax due, the claimant receives a
rebate This eases the job of obtaming proof of income,




removes the administrative burden from local govern-
ment and shifts the full cost to statewide revenue
sources

The Committee recommends:

A Semior Citizens Property Tax Relief program
with the followmng provisions:

1. Delete the present $5,000 eligibility cutoff and
replace 1t with a formula which will allow some bene-
fits for those with mncomes of up to $7,100 a year.

2 Allow each senior citizen a property tax credit
or rebate equal to the amount of property tax paid or
$500, whichever 1s less, mmus 7 per cent of the semior
citizen’s gross income, mcluding the mcome of the
property owner’s spouse living in the same dwelling.

3. Restore mcome from whatever source derived
to the defimtion of mcluded mcome.

4. Adyust the $500 ceillmg upward or downward
as the equalized tax rate m the claimant’s munici-
pality varies from the median tax rate in the state,
within a range of $300 to $700.

5. Include renters in the property tax relief pro-
gram by considermng 25 per cent of rent paid as
property tax.

6. The State should administer the program and
bear 1ts full cost.

Property Tax Limits

Assuming a tax reform program which reduces prop-
erty taxes sharply, there remams the problem of pre-
venting an erosion of the benefits through future
escalation of rates Property tax hmits 1n one form or
another have been devised for this purpose and used 1n
43 of the 50 states New Jersey 1s one of the seven states,
all m the Northeast, with no limits whatever

Limits adopted by states in the latter 19th century
were aimed primarnly at trymng to reduce excessive
spendmg and borrowmng Later, lmits were adopted as
a response to the property tax delinquencies of the
1930s and an effort by state governments to shift from
over-use of the property tax to sales and income taxes
A study of those states with limits indicates clearly that
property tax limits are not effective 1n curtailling over-all
government spending But they have been successful
dwverting pressure for increased revenues to non-prop-
erty sources Such a de-emphasis of the property tax is
needed i New Jersey and 1s a key policy recommenda-
tion of this Commuttee

The Commuttee believes specific imits should be set
for each level of government using the property tax—
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the county, municipality and school district In setting
such limts, 1t 1s necessary to take into account the
programs recommended by the Commuittee which would
affect local property tax levels The major items which
would be removed from the property tax by the Com-
mittee’s recommendations are

1971 Estimate

$ 75 million
$ 12 2 million

Welfare Costs

Senior Citizens’ Deductions
Veterans’ Deductions $ 22 3 million
County costs of judiciary (net) $ 30 0 million
County tax board costs $ 15 million

Addtional Avd Programs
State payments on

tax-exempt property $ 13 5 million
Municipal block grant (net) $ 75 million
State school financing and aid (net) $607 9 million
Reductions 1n property tax $837 4 million
Additional senior citizens relief 25 6 million

Net total $863 0 mullion

Present county tax rates, on a true value basis, range
from a low of $ 39 per hundred in Morns County to a
high of $1 22 per hundred 1n Hudson County With the
rehief recommended by the Commuttee, the county rate
ceiling need not be higher than $ 50 per hundred, which
18 below the 1970 rates in 16 of the 21 counties

The chief difficulty 1n establishing a limit for munici-
pal purpose taxes 1s to find one which will be low enough
to be meanmgful for most municipalities (where the
statewide average rate 1s $ 79 per hundred) and at the
same time will be high enough for the “Big Six” cities
(where present municipal purpose rates range up to
$2 89 per hundred) With the tax relief recommended
by the Commuttee, any of these cities could operate
under a $1 50 per hundred limit

With the proposed new State financing for schools
recommended by the Committee, the simplest way to
state a limit for school districts 15 no local tax levy
unless 1t 1s voted at a referendum, except to maintain
expenditure programs at the level prior to the start of
State funding, including capital outlays, debt service and
operating expenses

The Commuttee also considered delegation of non-
property taxing power to local governments as a method
of protecting the integrity of the property tax limits But
such a step has serious disadvantages In the most urban-
1zed state mn the nation, with resulting competitive pres-
sures on municipalities and a mobile population, optional
use of non-property taxing powers can do great harm
to municipal tax bases

The Commatiee recommends:

1. Adoption of property tax rate limits, based on
equahized taxable valuations calculated over a three-
year average, as follows:

County purposes—$.50 per hundred exclusive of
debt service.

Municipal purposes—$1.50 per hundred exclusive
of debt service and reserve for uncollected taxes.

School purposes—as voted only, except for debt
service and the tax rate equivalent required to finance
per pupil amounts over the certified State standard.

2. In order to provide some flexibility, the stated
limits for county and municipal purposes may be ex-
ceeded by vote of the people at a referendum, pro-
vided no annual increase exceed 10 per cent of the
preceding year’s effective tax rate

3. Non-Property taxing power should not be dele-
gated to counties or municipahties.

Admmistration of the Property Tax

New Jersey has long been 1n the forefront of efforts
to improve the admumstration of the property tax
Simple equity requires that inequality 1n assessments be
elimmated as far as 1s feasible, whether at the present
high levels of property taxation 1n New Jersey or at
some future reduced level

The Sixth Report of the Commussion on State Tax
Policy 1n 1953 touched off a number of steps aimed
generally at eltminating mequalities 1n assessments by
strengthening the office of the assessor and improving
assessing techniques In 1954 a new system of compar-
g the aggregate true market values of property among
municipalities was developed as a basis for distributing
State school aid Comparisons of sales prices to assessed
values were made for each property transfer in the State
A table of equalized valuations listing an average ratio
of sales price to assessed value 1s published for each
municipality each year Simlar ratios are used by
counties to equalize the apportionment of county taxes
among municipalities

One valuable by-product of these continuous sales
ratio studies 1s a vast amount of valuable information,
which the State Division of Taxation has made available
to the Commuttee

The sales ratio data has been effectively used in the
process of inter-district equahization for apportioning
State aid to schools, apportioning county taxes and
measuring local debt hmitations
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However, itra-district equalization 1s even more im-
portant 1n a fair distribution of the tax burden It is the
process of making sure that neighbors and property
owners within a mumcipality with hike properties are
treated alike on their tax bills The basic skill of the
assessor and his continuous attention to the factors
which affect valuation are crucial to achieving equality
of treatment

Committee studies of inequahty within districts ex-
plored three areas

1 Daisparities 1n assessments of individual properties

of the same class

2 Disparities 1 assessment of different classes of

property

3 Whether assessments were regressive (at higher

percentages of value for lower-value properties),
proportional (at the same percentage for all prop-
erties), or progressive (at higher percentages for
higher-value properties)

An mdicator of disparnties among individual property
assessments 1s the “coefficient of variation,” a measure
of the average deviation from true market values A
coeffictent of 20, for instance, mdicates the average
assessment 1s 20 per cent off the mark In a municipality
using a 50 per cent assessment ratio a coefficient of 20
would lead one to expect assessments running at 40 to
60 per cent of true value A coefficient of 100, on the
other hand would mean assessments scattered from near
0 to over 100 per cent of true value The coefficient
expresses the average error Thus a coefficient of 20
means many errors larger than 20 per cent A coefficient
of less than 20 mdicates a relatively good assessment roll
and 10 per cent 1s considered about the best that can be
achieved consistently A coefficient of 30 or more mdi-
cates some deficiency 1n the valuation process

In checking all 73,050 usable sales which occurred
from 1966 to 1970, Commuttee studies found the fol-
lowing average statewide deviations

Average Statewide Coefficients of Varation 1966-70

Average Coefficients of Variation

1967 1968 1969 1970

Property Class

Vacant land 47 8 453 490 46 8
Residential 2217 213 240 255
Farm 294 267 431 452
Commercial, Industrial,

Apartment 320 321 327 318

In no category was there a majonty of taxing districts
within the desirable range of coeflicients under 20 The
lowest coefficient found was 2 8 per cent, very good
indeed The highest was 160, which means that the
average error was 1 6 times the average assessment ratio
for that mumicipal property class In the vacant land
category, less than one-tenth of the taxing districts fell
within the range under 20 per cent average error




The Committee concludes that the assessment
process must be strengthened to reduce varnations in
mdividual assessments present m most mumcipali-
ties.

Another tabulation compared assessments to see if
there was any discrimimation among the four classes of
property Vacant land was found frequently under-
assessed 1n comparison with residential property There
appeared to be a more-than-accidental pattern of dis-
crimination agamst commercial and industrial property

This report has previously dealt with the regressivity
of the property tax which stems from the fact that lower
and moderate-income people spend a larger proportion
of their mcome on housing than do higher-income
groups Even a property tax which 1s administered with
a perfectly even hand 1s subject to this kind of regres-
sion But 1f assessments decline as a percentage of true
value as the value of property increases, another, com-
pounding form of regressivity 1s introduced A coefficient
of regressivity can be calculated for each mumicipality
and each class of property, through the use of com-
puters A coefficient of 1 0 means that assessments are
at approximately equal percentages of true value for all
properties, regardless of their total value Coefficients
under 1 0 mean that assessment percentages decline as
the sales price goes up and are regressive Coefficients
over 1 0 mean that assessments mncrease 1n percentage
of true value as the price goes up and are progressive
A coefficient between 9 and 11 was considered an
mdication of relatively equal treatment for properties
m all price ranges A tabulation of the data for 1970
showed

REGRESSIVITY
COEFFICIENT COUNT

Number of municipalities
with coefficients of

Lessthan 9 9tol11 Morethan11

Property class

Vacant land 140 16 31
Residential 319 102 45
Farm 3 2 0
Commercial, Industrial

Apartments 60 22 17

The tabulation shows assessments are regressive 1n
most municipalities higher-valued property 1s assessed
at lower percentages of true value This was especially
true of vacant land, where three-fourths of the munici-
palities displayed regressive assessment patterns Resi-
dential property assessments were classified 68 per cent
regressive and industrial, commercial and apartment
properties 61 per cent regressive

The commuttee concludes that regressivity of
assessmentis is so widespread and of such proportzons
that the assessment process must be strengthened to
correct this unfan distribution of the tax burden.
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An Improvement Program

New Jersey now has a disorganized assessment system
depending upon 900 different local assessors who are
only loosely responsible to county boards of taxation
They are subject to supervision by the State Director of
Taxation, but his authority 18 meant to be exercised
only 1n extreme cases The total spent on this structure
by county and mumnicipal governments has been esti-
mated at $23 2 million a year It all comes out of the
property tax

Major strides 1n professionalization of assessing have
been made 1n recent years They have resulted in better
training and more security for assessors But the office
1s still open to considerable political pressure and there
are too many part-time assessors Some cannot cope
with complicated problems of assessing larger and high-
cost structures

The Commuitee recommends:

1. The Director of Taxation be empowered,
after public hearmg upon adequate notice, to prepare
a map of assessment districts covermg the State. Each
district should be of sufficient area, roll composition,
and admmmstrative requirements, to yjushfy the em-
ployment of at least one full-time professionally
qualified assessor No district should include property
situated m more than one county, nor should any
district boundary divide a mumcipality.

2, Within 2 years after the July 1 followmg the
enactment of appropriate legislation, all valuations
and assessment lists for property tax purposes should
be prepared by the assessor of the district.

3. Each district should be headed by a single as-
sessor to be appointed by the Director of Taxation
from a hist of certified assessors. An assessor shall be
professionally qualified prior to his appointment. He
should pass a certification examination authorized by
Chapter 44, Laws of 1967, and be entitled to pro-
tected tenure of office.

4. Each office of district assessor should employ
full-time, certified assistants to perform the variocus
assessing duties in the district. Positions should be
classified and salaries umformly prescribed.

5. The Director of the State Division of Taxation
should be required to promulgate rules and regula-
tions to:

a. Mandate uniform guidelmes for assessmg ad-
ministration, includmg granting of exemptions;

b. Mandate use of the State Appraisal Manual;

¢. Establish a umform base year for purposes of
revaluation;

d Establish standards for revaluations and re-
valuation firms;

e. Establish depreciation and comphance gmde-
lines;

f. Provide specific definitions of “maintenance”
vs. “umprovement” of real property and estab-
lish necessary gudelines for assessing 1m-
provements;

g. Define various items of personal property to
avoid duplicate assessment of such items as
real property.

6. The Director of the State Division of Taxa-
tion should be required to provide technical assist-
ance to assessors, when requested, for assessmg
specialized classes of property.

7. New Jersey should enact a statute, similar to
one in effect m New York State, making mobile
homes taxable as real estate.

8. In establishing sales ratios, the Director should
supplement sales data with appraisals of properties
where sales are sparse or unrepresentative.

9. Appeals

a. Status of the county boards of taxation should
be changed from an admimstrative-appeals
body to an appeals body solely, with the State
sharmg all or part of the costs. Qualifications
should be established for appointment of mem-
bers to county boards of taxation.
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The State should enact a statute establishing a
simphfied appeals procedure m which estab-
hished assessment ratios may be used as con-
clusive evidence. A proven deviation of 10%
or more from the county ratio should be sub-
stantial evidence of an Incorrect assessment

County tax board appeal petitions, rules and
procedures should be standardized throughout
the State.

Proceedings of the county tax boards should
be recorded and should be available to any
party to such proceedings
County tax boards should be required to set
forth findings of fact and conclusions to sup-
port therr determinations.

The Division of Tax Appeals in the Depart-
ment of the Treasury should be replaced by a
full-time tax court, an mferior court system
withm the yudicial branch of government, such
court to continue the use of informal proce-
dures.

Direct appeal to the tax court should be per-
mitted, at the election of either party, where
the value of property subject to the appeal
exceeds $100,000.

Decisions of the tax court (or Division of Tax
Appeals, if retamed) should be published to
assist m the achievement of umifornmty and
consistency.




Chapter 'V

Use and Costs of Public Credit
Re]%r to Part 4 of the Report

Trends in Capital Needs and Debt Burdens

Most taxes paid by the people of New Jersey are used
for daily operating expenses of government But an-
other important channel for use of government revenues
1s the payment of principal and mnterest on money bor-
rowed by governments, primarily to finance capital
needs Payment of principal and interest (together
known as debt service) accounted for expenditure of
7 22 per cent of New Jersey’s State and local govern-
ment revenues 1n 1968-69 Thus, the use of borrowed
funds and the costs of borrowing can be significant mn
the fiscal system

The total outstanding debt of New Jersey’s State and
local governments rose from $2 28 billion m 1957 to
$4 45 bdlion mn 1968-69 This increase of 959 per
cent was less than corresponding imcreases in personal
mcome and revenues collected by the State and local
governments In comparison with other states, New
Jersey’s increase 1n outstanding debt has been even more
moderate (62 per cent per capita for New Jersey,
against 97 per cent for all states) Thus, New Jeisey’s
growing use of borrowed funds compares favorably with
national averages In recent years

New Jersey’s most dramatic mcrease m the use of
borrowed funds has been the direct debt of the State
government, which rose from $0 3 billion m 1965 to
$1 5 billion 1n 1970 (including both outstanding debt
and authorized but unissued debt) This 1s an increase
of 368 per cent In the same period, authorized debt of
State agencies (largely autonomous authorities and
Rutgers University) went up 108 per cent to $1 6 billion
and authorized debt of local governments and local
authorities went up 66 1 per cent to $3 75 billion

The cost of borrowing by government shows up mn
annual budgets as debt service payments These pay-
ments increased in New Jersey from $152 million mn
1957 to $327 mullion 1n 1968-69, a nise paralleling the
mcrease 1 outstanding debt However, the figure for
1968-69 1s probably understated by as much as $30
mullion due to an unusually large amount of short-term
debt High nterest rates in 1969 caused many State and
local government agencies to borrow on a short-term
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basis Since short-term borrowimng carries lower mterest
rates and postpones payment of principal, debt service
payments are held down temporarily Once the short-
term loans are converted to long-term borrowing, as
they must be, annual debt service payments would
ncrease

While New Jersey’s governments have moderately
mcreased their use of borrowed funds i recent years,
requirements for additional debt service will have sig-
nificant budgetary impact in coming years One major
cause of this impact 1s a large amount of debt which has
been authorized in the past but umissued At the end of
fiscal 1970, authorized but unissued debt totaled $2 2
billion, a 529 per cent increase from 1965 If all of this
debt were 1ssued within the next four years under usual
terms, the added debt service would total about $170
million a year by 1976

The credit needs of State and local governments over
the next 10 years will reflect at least three broad policy
influences

1 Growing social consciousness of need to improve
public nstitutions of all kinds—educational, charitable,
penal, health and welfare, transportation

2 Determmation to allocate an increased share of
the resources of government and consumers to 1mprov-
mg the quality of the environment

3 Accumulated demand for these and other pur-
poses during recent periods of high interest rates

The capital needs of State government were reviewed
1n 1968 by a Governor’s commission and the top prio:ity
needs were totaled at $1 95 billion A major part of that
commussion’s recommendations have been covered by
authorized State bond 1ssues and are not dealt with m
this report

The social capital needs of New Jersey’s 21 counties
and 567 municipalities will rise from the current level of
$431 mullion a year to nearly three quarters of a billion
annually by 1981, an increase of about 69 per cent The
mcrease will be larger m suburban counties, while the
major urban counties will have a slower rate of growth
m capital spending

The counties and municipalities will spend a cumula-

tive total of more than $3 5 billion for environmental
capital needs mn the next decade Nearly 60 per cent of
this represents the cost of regional sewerage facilities
The remaining 40 per cent will be spent for develop-
ment of regional systems for solid waste disposal, re-
qulred' by State master plans and programs Local
governments will be responsible for raising about 60
per cent of the cost of these environmental protection
needs, with most of the local share coming from operat-
mg revenues, special assessments and federal and state
aids

Based on present debt plus the need for permanent
financing of debt authorized but unissued, 1t may be
projected that New Jersey taxpayers will be called upon
to support $500 million a year mn new debt obligations
over the next few years In addition, public authority
debt to be incurred for environmental quality improve-
ments, roads and other revenue-producing projects will
make larger demands upon the people Past experience
mdicates that a growing population and rising mcome
levels may be able to absorb these new burdens without
undue sacrifice Nevertheless, the nature and volume of
present and future use of credit by New Jersey govern-
ments underscores the importance of sound borrowing
practices, effective controls and competent debt man-
agement

Borrowmg vs Pay-As-You-Go

The question of whether 1t 1s better to pay for capital
mprovements from borrowed funds or from current
budget appropriations 1s a recurring one New Jersey law
encourages some pay-as-you-go efforts by

1 Requiring a five per cent down payment (with a

few exceptions) for all capital improvements to
be bonded, and

2 Providing for creation of municipal capital mm-
provement funds m which a municipality may
accumulate money to be used for future capital
expenditures

Local governments, both in New Jersey and the rest
of the nation, make greater use of borrowed funds than
do the state governments For nstance, 1n 1968-69 the
states paid for only 38 3 per cent of their capital ouflay
costs through use of long-term debt The national aver-
age for local governments was 68 2 per cent In New
Jersey long-term debt financed 40 1 per cent of the
State’s capital expenditures i the 1965-69 period, com-
pared with a 60 2 per cent debt ratio for local govern-
ments

In recent years, there has been an apparent shift
away from pay-as-you-go financing by New Jersey’s
local governments In the 1965-66 period local govern-
ments financed 517 per cent of their capital ex-
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penditures from long-term debt By the 1968-69 period
long-term debt paid for 65 5 per cent of capital outlays
Current expense pressures are undoubtedly a factor m
this trend

Policy Considerations

Overall considerations coupled with taxpayer re-
sistance tend to set upper limits upon the amount of
private income that can be diverted to State and local
treasuries through use of taxes and service charges
Therefore, consideration must be given to the impact
which the setting aside of current income for pay-as-
you-go capital outlays will have upon the amounts avail-
able for current services Obwviously, if heavy resort to
pay-as-you-go capital financing 1s likely to reduce
amounts for current services, the relative benefits of
each course must be carefully weighed

Where debt 1s used to finance capital expenditures,
there can be considerable cost m the planning and
1ssuance of the debt Among such costs are preparation
of the debt plan, development of materials for use in
marketing the bonds, financial consultant fees, legal
fees, advertising and printing costs, bond rating fees,
paying or fiscal agency fees, mamtenance of records
and reporting upon debt, and services of investment
bankers 1n the sale and distribution of the credit instru-
ments

The greatest cost of borrowing falls under the general
heading of “mterest,” a term which includes the pure
cost of the use of money, the element of risk arising
from mflationary decreases 1n the value of money repaid
to bond purchasers, the element of risk that the bond
debt will not be repaid, and the cost of 1ssuing the debt
mstruments In economic terms, most of these costs are
deemed to be no more than the future worth of a dollar
1 hand

The argument 1s frequently made—and not entirely
without foundation—that borrowed money 1s likely to
be spent under fewer restrictions than 1s current revenue
This argument 1s reinforced by observation of the well-
established safeguards surrounding the preparation and
admunistration of current operating expense budgets and
the only recent beginning of comparable protections m
respect to caprtal outlays, especially when financed from
bond proceeds

Even though many borrowing proposals are defeated
at referenda each year, most public officials would prefer
to raise capital funds through borrowing than confront-
ing voters with stiff creases n current taxes or charges
to finance additional facilities on a pay-as-you-go basis
The “fly now, pay later” syndrome 1s not restricted to
airlines

A frequently cited argument for borrowing 1s that 1t




distributes the cost of a facility over 1ts useful life, treat-
ing present and future users more equitably Pay-as-you-
go financing tends to concentrate the burden upon a
current generation of taxpayers However, this argument
bypasses the question of cost-effectiveness It also sug-
gests the use of service charges as an alternative

Economic Considerations

Interest costs, construction cost indexes and mflation-
ary decreases i the value of the dollar are important
factors 1n an economic evaluation of borrowing vs pay-
as-you-go policies

Much of the savings i interest costs gamed by pay-
as-you-go policies can be lost if construction costs rise
during a period of delay while a government accumu-
lates a down payment from current revenues When
both interest rates and construction costs rise rapidly, as
m the latter 1960s, delay can be even more harmful to
pay-as-you-go accumulation of capital funds In addi-
tion, inflation reduces the future value of the money
repaid to bond mvestors, substantially reducing the
economic cost to the borrower

Impact of Federal Taxes

Because both taxes and service charges are used to
finance capital projects—whether through borrowmg or
pay-as-you-go—the federal income tax can have a
varymg mmpact for different taxpayers For instance,
when a project 1s financed by service charges, individuals
gain no federal tax advantage because the charges are
not deductible 1n calculating their tax lLiability On the
other hand, where the service charge 1s paid by a busi~
ness, 1t becomes part of expense and reduces federal
taxes Projects financed by State or local taxes produce
some federal tax reduction for individuals and busi-
nesses

The question of whether to finance revenue-supported
capital projects by borrowing or pay-as-you-go pro-
duces a complex set of advantages and disadvantages
for vartous taxpayers Debt financing reduces the imme-
diate financial demands on a resident and permits him
to make personal use of the money Ultimately, of
course, the requirement for payment of interest will
cancel this advantage For the individual, the trade-off
may hinge on whether he moves from the jurisdiction
early m the life of the facility, taking with him the cash
saved through borrowing or leaving behind his share of
the equity m a revenue-financed community facihty

When projects are financed with taxes instead of
revenues, the impact of federal taxes produces a clear
financial advantage for individuals residing in munici-
palities which use pay-as-you-go capital financing The
taxpayer mn the mumcipality usimng debt financing has
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more mmmediate cash on hand, because of lower local
taxes, but his future hability for debt service and
smaller federal tax reductions leave him at a net disad-
vantage Again, he can move and leave the future ha-
bility behind

Summary of Advantages and Disadvantages

Pay-as-you-go financing can have substantial ad-
vantages over debt financing, but these adavntages are
closely related to economic conditions at the time
capatal outlays are required In a period of rising prices,
high tax rates and a heavy backlog of capital needs,
greater weight must be given to the advantages of bor-
rowing Financing with borrowed funds tends to mm-
muze the effects of inflation, reduce the impact of the
capital outlay on current tax levies, and spread the cost
over the useful life of the outlay so as to require those
who enjoy 1ts use to share 1n the financial burden

The Commattee recommends-

1. The present requirement for a 5 per cent down
payment for debt financing by local governments be
retamed; but-

2. Local governments should be encouraged to
increase the down payment to 10 per cent whenever
feasible, without making this a mandatory require-
ment,

Debt Limits

Limitations on the amount or authorization of state
and local debt are widely used among the states A ref-
erendum 1s a common requirement for authorization of
state debt New Jersey 1s one of such states Its State
debt 1s not subject to Iimit, so long as the debt 1s
authorized at a referendum It may incur debt for any
public purpose and on any terms acceptable to the
financial market However, 34 states impose constitu-
tional restrictions on local government debt and 14
(mncluding New Jersey) establish such limitations by
law

The debt Imits m New Jersey, with some of the
complex variations omitted, are

Munzcipal 3 5 per cent

School varying percentages depending upon
grades covered, e g K-12—4%, regional
high school—3 0%

County 2 0 per cent

The percentage limits are based on debt-to-property-
valuatton ratios, and are expressed in terms of “net
debt,” omutting such things as self-lqudating debt,
bond anticipation notes, sinking fund assets, regional
school district debt and autonomous authority debt,

among others School debt may exceed the prescribed
Irmut 1f there 1s unused municipal debt capacity

The debt limuts are not inflexible The laws provide a
variety of procedures for borrowing beyond the hmaits
Depending on the type of school district involved, debt
limits may be exceeded with the approval of the voters,
the local governing body, the Commuissioner of Educa-
tion, and the Local Finance Board in the Department of
Community Affairs Usually, at least two of these
approvals are required Counties and municipalities
may exceed their debt limits under eight different types
of situations The most important of these exceptions 1s
an “extension of credit” authorized by the Local Finance
Board where that Board 1s satisfied that statutory
standards are bemng met and the debt will not harm the
local unit’s financial capacity This procedure, 1 effect,
mposes an administrative debt limit with each deter-
mination by the board The extension of credit 1s mn-
tended and operated as a constructive influence on
municipal finance However, 1t presents a needless
source of market confusion or uncertainty in the proc-
ess and resulting label on the bond issue These short-
comings can be corrected

The great majority of counties, municipalities and
school districts have operated well within the debt
hmits At the end of 1970, this was the debt position of
the 21 counties and 567 municipalities

Net debt percentage

of debt limit Number of governments

0 92
0-49 9 355
500-99 9 79
100-199 9 44
200-299 9 10
300-349 9 6
Not reported 2

The debt position of 551 school districts (Union
County figures not included) on June 30, 1970, 1s sum-
marized 1 the following chart

Type I and Il Regional and

Districts  other districts Total
Total number 495 56 551
Number under limit 385 41 425
Number over limit 110 16 126

Number with excess debt fully
absorbed by municipal
borrowing power 67

Number where excess debt
and municipal debt
exceeds municipal
debt limit 60

Thus, only 60 of the 567 municipalities have ex-
ceeded their debt limits and m 35 of these the excess 1s
due entirely to school debt Although 110 Type I and

Not applicable

Not applicable
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Type II school districts have exceeded their debt Iimuts,
m 67 of them unused municipal borrowing capacity
absorbed the entire excess, as permitted by State law

In spite of the relatively small number of munici-
palities and school districts exceeding debt himitations,
some authorities believe the debt limits have harmful,
unimtentional side effects Among them are

1 They depress local and State-local spending and
may result m lower public service levels They also have
a quantitatively greater effect on metropohitan area local
governments, the areas with perhaps the greatest needs
for public services

2 When pressure on municipal credit rises, the
Iimits are bypassed by 1ssuance of revenue bonds and
creation of public authorities and special districts, whose
debt 1s not counted against present statutory limits
Such debt usually encounters higher mterest rates

These criticisms have often prompted suggestions for
easing or abolishing statutory debt limits, substituting
purely admimistrative imits While these proposals can
find support m experience and economic analysis, the
Commuttee behieves such a step 1s likely to be misunder-
stood and 1ts benefits would be outweighed by the con-
cern 1t might cause taxpayers and bond mvestors For
the great majority of school districts and local govern-
ments, the limits have been high enough to have no
harmful effects

Debt to Property Ratio

Debt Iimits have also been criticized for their reliance
on taxable valuations as the measure of local debt-pay-
mg capability The Advisory Commussion on Inter-
governmental Relations has recommended shifting away
from property valuations as the basis of local debt
Imits The 1968 Pennsylvania Constitution established
tax receipts over a period of years as the base for local
debt imits On the other hand, the most recent Model
Bond Law of the National Municipal League continues
with the use of assessed valuations The proposals for
a new debt limit basis are grounded in the decreasing
reliance on the property tax m generating local revenues
Similarly, the massive reduction i the property tax
burden recommended by this committee requires revi-
sion 1 the measure of debt hmitation

A fundamental question mvolved 18 What are debt
limits supposed to limit? The standard answer 1s
that they are intended to establish the degree to which
a government agency may pledge anticipated future rev-
enues through their capitalization i the present But
the debt Iimits are applied to bond 1issue principal
amounts, not the amount of future debt service required
Depending on the terms of bond 1ssues and the mterest
rates at the time of 1ssuance, debt service payments can




vary widely for 1ssues of various principal amounts
Therefore, if debt limits are intended to place a ceiling
upon the commitment of future revenues to present
capital outlays, the debt limit should be based on ag-
gregate amounts of future debt service that can be due
at any given time

The Commuttee recommends:

1. That all county, municipal, school and local or
regional public authority bond 1ssues be reviewed and
approved by the Division of Local Fmance, without
carrymg damaging connotations of extension of debt
Limts.

2, That the debt gmdeline be based on a ratio of
the projected debt service of the issuer to the equal-
1zed valuation of its taxable property, and that any
issue which falls within the guideline shall be deemed
approved by the Division of Local Fmance.

3 That the guidelmes be fixed at approximately
twice the present net debt percentages, to allow for
the inclusion of projected mterest payments in the
measure of debt burden.

Limitations on Temporary Borrowing

New Jersey’s counties and municipalities are per-
mitted limited use of short-term borrowing for three
purposes 1) notes anticipating revenue from taxes or
utilities, 2) emergency notes, and 3) notes 1ssued m
anticipation of 1ssuance of long-term bonds Neither
revenue notes nor emergency borrowing have presented
any substantial policy issues Bond anticipation notes,
however, have become a source of concern

Short-term debt of New Jersey’s State and local gov-
ernments increased from $128 1 mullion mm 1962 to
$592 1 mullion m 1968-69 This increase of 360 per
cent compared with a 161 per cent icrease for the rest
of the nation Clearly, New Jersey’s governments have
been using temporary debt at a significantly higher rate
than governments in other states in recent years

The function of bond anticipation notes 1s to give
local governments the option of 1ssuing debt mn advance
of capital requirement or of accruing the obligations 1n
anticipation of issuing long-term debt Under existing
practice, however, some of the safeguards built around
the local debt process are being weakened For mnstance,
state law limits the maximum term of indebtedness to
the period of probable usefulness of the capital facility
Under existing practice a public structure can be de-
signed, constructed and available for use within two
years, while present legislation permuts use of short-term
financing for up to five years This practice could prove
to be unsound, because it permits a period of debt fi-
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nancig over a pertod of time beyond that stipulated
by law

Heavy resort to short-term financing permits present
officeholders to authorize and complete projects while
avoiding public political accounting for the debt service
they have mcurred Short-term financing can be costly,
too, 1f 1t mvolves a wrong guess about the trend of the
bond market

The Commuttee recommends

1. Major capital financing should be transferred
promptly to the permanent capital markets, and
should not be permitted to preempt a significant por-

. tion of short-term funds available.

2. A local government issuer should be required
to appropriate a full year’s mterest on each bond
anticipation note upon or before 1ts issuance.

3. A local government should be required to
appropriate and pay off each year a fractional portion
of each bond anticipation note equal to 1 divided by
the number of years of probable usefulness of the
capital facihity mvolved.

4, A local government issuer, including authori-
ties, should have no power to borrow any portion of
required amortization or mterest, except interest dur-
ing construction required by a public authority.

5. The period of probable usefulness under the
statute should begin to run no later than one year
after the capital improvement bemg financed becomes
operational and is first used.

Revenue Bonds vs. General Obligations

Direct debt of New Jersey local governments must be
issued as general obligations, 1e, full faith and credit
debt with an unlmited pledge of ad valorem taxation
supporting the debt Only local authorities may issue
debt backed solely by project revenues This raises two
broad 1ssues

1 Should municipalities be allowed to issue pure
revenue bonds?

2 Are public authorities over-used because of their
revenue bond capability or otherwise?

The evidence suggests strongly that New Jersey local
governments are increasingly relying on self-supporting
debt 1 recent years Between 1965 and 1969, self-
hquidating debt in New Jersey increased from $430 7
million to $658 1, a rise of 52 8 per cent At the same
time, tax-supported debt increased from $1 56 billion
to $2 1 billion, or 34 7 per cent

Evaluation of the Options
In most situations the general obligation pledge 1s the

best security that can be offered by a local government
borrower, and therefore the one that commands the best
mterest rates m the bond market However, there are
exceptions In the Great Depression, some revenue
bonds, especially water revenue debt, fared better than
general obligation bonds The threat of turning off water
service resulted 1n current payment of water bills while
real property taxes remamed delinquent As local gov-
ernments expand their tax and revenue base, bondhold-
ers tend to rely less on the property tax pledge And the
bond rating agencies sometimes give well-supported rev-
enue bonds ratings which are equal to or better than
those accorded to general obligation bonds In the case
of non-revenue-producing activities like education, pro-
tection of life and property, public health and welfare,
the general obligation pledge 1s obviously the best way
to secure long-term debt But in the case of govern-
mental enterprise operations, the importance of the gen-
eral obligation pledge may be significantly reduced

Marketing considerations can be mmportant Small
amounts of revenue-supported debt may fail to attract
competition at a bond sale and might better be com-
bmed with general obligation debt But where large
amounts of revenue financed debt are mvolved, 1t might
be better to offer both kinds of bonds 1n order to attract
mvestors interested 1 each kind of debt Large, older
cities may find more mterest in thewr revenue bonds,
because of the hesitance of mnvestors to purchase bonds
backed by overburdened local tax base But revenue
debt can result in higher costs for interest, legal fees,
financial consultant fees, etc and should be used only
where there 1s a net advantage

An alternative 1s possible 1ssuance of bonds secured
by a dual pledge of revenues and full faith and credit
of the 1ssuer In some cases such bonds have won better
mvestment reception than general obligations Such
bonds, however, are counted against statutory debt
Iimits and can have adverse effects on future general
obligations of a local government

Public Authorities

There has been a growing use of public authorities of
all kinds It 1s not apparent that the cause of this trend
has been avoidance of debt limuits or the general obhiga-
tion requirement for direct county and municipal debt
There are some disadvantages to the use of authorities
In New Jersey, until the enactment of Chapter 288,
Laws of 1969, there was no state supervision of authori-
ties The 1969 law gave the Division of Local Fmance
supervision over accounting, auditing, and financial ad-
ministration practices of county and municipal authori-
ties The authorities are semi-independent, have full
revenue borrowimng powers limited only by what the
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market will take, and are not restricted 1n the ways they
can market bonds The borrowing costs of the authori-
ties have not been reported, but it may be assumed from
experience elsewhere that their mterest costs are sub-
stantially greater than general obligations of the munici-
palities in which they operate

The Commattee recommends:

1 Continuation of the requirement that counties
and municipalities pledge thewr full faith and credit
to bonds issued for revenue-producing projects, but
that the law be amended to permit the local govern-
ment to pledge project revenues as further security
for the bonds

2. That the use of authorities for specific ter-
municipal purposes be continued, but therr financing
should be subject to approval by the Division of
Local Finance.

3. Authority obhgations be offered at public sale
under regulations similar to those applicable to bonds
of mumcipalities.

4. The use of mtra-mumcipal authorities be pro-
hibited without approval of the Division of Local
Fmance, upon a showing that the financing of the
proposed authority can and will:

a. be by revenue bonds only, without municipal

guarantee;

b. use bonds offered at public sale upon com-
petitive bids;

c. will not mmpair the credit of the creating
municipality.

The Market for Municipals

The municipal bond market—a term which includes
the market for state, county, mumnicipal, school and
public authority obligations—is a market for financial
specialists It operates under practices established by
custom and usage and distributes securities within a
relatively narrow group of purchasers Commercial
banks hold almost half of the municipal bonds 1ssued
Individuals hold more than a third, but a large part of
therr purchases are also made through commercial
banks Insurance companies make up the third largest
group of holders

Private rating services are important factors in the
market The principal services are Moody’s and Stand-
ard & Poor’s Moody’s highest rating 1s Aaa and Stand-
ard & Poor’s AAA Moody’s has eight ratings A 1s
considered higher medium grade, Baa lower medium
grade, Ba bonds with some speculative characteristics,
C the lowest grade In the Standard & Poor’s system
there are seven grades A for upper medium grade, BBB




medum grade, BB lower medium grade, B low grade,
and D for defaulted bonds The higher the grade rating,
the lower the interest rate

New Jersey Bond Ratings

New Jersey has a sophisticated set of statutory and
administrative controls on public borrowing, primarily
regulating counties, municipalities and school districts
Counties and municipalities are subject to the Local
Bond Law, which sets debt limits, fixes the maximum
maturity of a bond 1ssue to the period of probable use-
fulness of the facility financed, regulates the form of
obligations and their sale, and sets up various other
protections for the marketability of New Jersey bonds
Admunstration 1s placed in the hands of the Division of
Local Fmance and the Local Finance Board in the De-
partment of Community Affairs The Local Budget Law
and Local Fiscal Affairs Law also regulate financial
procedures of county and municipal governments

School bonds are authorized and regulated under an
entirely different statutory system, the Education Law,
which 1s much less detailed than the Local Bond Law
n 1its terms

The security behind county, municipal and school
district bonds 1s primarily the taxing power of the issu-
mg body However, school bonds have four additional
elements of security

1 A municipality must pay over to type II school
districts (generally those with separately elected school
boards) the amount of taxes required for school pur-
poses, even 1f the municipality has not actually collected
the taxes and has to borrow the money

2 The State Treasurer 1s required to establish a
school aid capital reserve fund for each district and use
this fund to pay debt service on a district’s bonds when-
ever 1t 1s unable to meet payments on bonds

3 The Fund for Support of Free Public Schools,
created by the State Constitution, 1s dedicated to pre-
venting defaults on school bonds The fund, consisting
of receipts from sale of state riparian lands, has assets
of about $30 mullion

4 A Iittle-known provision of the School Law which
makes obligations of a Type II district a lien upon all
real estate 1n the district, mcluding the personal estates
of all of its inhabitants

It 1s notable that there have been no defaults on the
securities of any New Jersey county, municipality, school
district or authority since the Great Depression of the
1930s Even then, only 2 per cent of New Jersey 1ssues
were 1nvolved 1n defaults Since that time, the local bond
and fiscal affairs laws have been improved and new ad-
ministrative practices mstituted
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Despite this seemingly impressive array of protective
devices, New Jersey municipal securities are not ac-
corded especially high ratings General obligations of
the state government are given the highest rating, Aaa
But no school or municipal bond in New Jersey 1s rated
higher than Aa Forty-one New Jersey bonds are rated
Ba, a rating which denotes some speculative charac-
teristics None are so rated in New York, Connecticut,
Massachusetts, New Hampshire, Maryland, Ohio, Dela-
ware, Illinois or Michigan, among other states There
are no ratings below A m Connecticut or Delaware and
only 5 per cent of Massachusetts bonds get such ratings
Over the past six years, 64 per cent of the half billion
dollars ;n New Jersey school bonds sold were rated
under an A In the 1969-70 fiscal year, when New Jer-
sey’s school bonds represented 5 3 per cent of the na-
tion’s sales, they accounted for 38 per cent of all Ba
ratings

These ratings were made 1n spite of the special reme-
dies for assuring payment of school debt In a February
18, 1971, Wall Street Journal article about Chapter 177
Additional State School Aid bonds, a Standard & Poor’s
analyst was quoted as saying, “We still haven’t decided
how much weight to assign the State’s backing ”

Nevertheless, bank examiners are required to use
national ratings in judging bank mvestments, and New
Jersey cannot avoid use of the ratings In addition, re-
cent trends toward consolidation of New Jersey com-
mercial banks—the major purchasers of New Jersey
local bonds—can be expected to increase the need for
bonds with national ratings that make them marketable
m the national market

Savings Through Improved Ratings

In 1971 an amendment to Chapter 177 Additional
State School Aid Bonds won the City of Newark an Aa
rating for an $18 7 million bond 1ssue which had origi-
nally been accorded a Baa-1/BBB rating The estimated
mmprovement in the interest rate was from an origmal
634 per cent to an actual 5¥8 per cent, a saving of $3 6
million on the entire 1ssue The State Treasurer esti-
mated savings on future Chapter 177 bond sales would
total $35 mullion

The Division of Local Finance reported that an effort
to convince the mvestment commumty of the merits of
New Jersey bonds was able to raise the ratings of 30
local governments and to retain better ratings for 7
others The resulting savings have been estimated at
$4 mullion Other studies have corroborated this effect
of improved bond ratings

The Commuttee concludes that tax savings to local
governments from improved bond ratings would justify

major new state facilities and programs to improve bond
ratings

The role of the State m supervising municipal finance
1s well-established in New Jersey A debt management
advisory service can readily be developed as part of a
municipal credit agency, in cooperation with the existing
authority and facilities of the Department of Community
Affairs An adequate appropriation and skilled person-
nel will be required The cost might well be recovered
out of the fees and earmings of the agency Once estab-
hished, 1t could provide important help to local govern-
ments m preparing bond 1ssues to lower interest costs

A Central Municipal Credit Agency

Three basic methods of reducing iterest costs on
local borrowing appear to be available

1 Issuance and sale of all municipal bonds through
a state agency, such as the one used by North Carohna

2 A loan guarantee fund, which, m effect, sets up an
msurance fund to guarantee repayment of principal and
mnterest

3 A state municipal bond bank, such as Vermont’s,
which supports local bonds with a moral, but not legally
binding, commitment to repay holders of defaulted local
bonds

The chief advantage of the North Carolina system
1s that 1t puts a quabfied state agency in a position to
serve as financial advisor to the municipalities seeking to
borrow funds The Committee believes expansion of
New Jersey’s present debt management advisory services

would be 1 better accord with the traditions and capa-

bilities of local governments 1n this state

A precedent for a loan guarantee fund 1s contamed
m a bill sponsored by Senator Proxmire and Represen-
tative Patman It set up an msurance fund modeled on
the Federal Deposit Insurance Corporation Another
precedent 1s the recently formed American Municipal
Bond Insurance Corporation (AMBIC), a private enter-
prise, which 1nsures principal and interest payments on
local bond 1ssues The insurance costs 1 5 per cent of
the combmed principal and interest payments on the
bond 1ssue In December, Washington Township (Ber-
gen County) purchased the msurance for a $3,450,000
bond 1ssue The bonds were given an AA rating instead
of the BAA they would have earned without the insur-
ance The mnterest saving over the life of the bond issue
was estimated at $138,285, compared wrth a premium
cost of $40,231

The actual risk of loss to mvestors n New Jersey
local government bonds 1s almost non-existent The con-
trols on local finance which exist in state law, restraints
placed on any municipality threatened with gomng mto
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default, and especially safeguards for school bonds, all
enhance the quality of New Jersey local bonds

The Commuttee concludes that New Jersey already
has many of the elements of a municipal bond guaran-
tee system But 1ts local governments do not seem to be
receiving the lowered interest costs that such a system
would warrant A fresh orgamization of the bond guar-
antee resources 1s needed to emphasize to the mvestment
community the high quality of the security provided

Use of State Agencies

Issuance of bonds by state agencies to finance local
public improvements dates back at least to 1947, when
the Pennsylvania State Public School Building Authority
was formed to build schools and rent them to local dis-
tricts The state bonds were repaid from the revenues
recetved from the rents Somewhat similar agencies
were created later m Georgia, Mame and Virginia Sev-
eral Canadian provinces have set up central financing
authonties for local improvements of various kinds

The Vermont Municipal Bond Bank was created in
1969 and 1s the only existing state agency with broad
powers to purchase bonds of local governments The
only formal guarantees behind the bonds of that bank
are the receipts from the local governments in payment
for debt service on their bonds owned by the bank The
only 1ssue sold by the bank so far was well-recerved by
the market

Policy Questions in Creation of a Bond Bank

A bond bank like the one in Vermont has a number
of advantages It improves access of smaller municipali-
ties to credit markets on more favorable terms and over-
comes hmitations on their ability to plan and market
debt Many of the unit costs mvolved m selling bonds
are reduced as the size of the issue gets larger There
18 a better secondary market for state agency bonds and
diversifying the economic base behind the bonds would
also have beneficial effects on interest rates The major
possible disadvantage 1s that the state’s Aaa credit rating
mught be impaired

The “make-up provision” of a bond bank law de-
termimes the ability of 1ts debt to wmm an Aa rating
There are various examples of such provisions, which
stop short of pledgmg the state’s credit behind the bonds
The Vermont law 1s one New Jersey’s Housing Finance
Agency Law 1s another The Housing Finance Agency
law states that “there shall be annually appropriated”
any sums required to mamtamn a specified minimum
capital reserve It 1s recognized that no one can compel
the legislature to appropriate the sums indicated, but
1t 1s also recogmzed that no legislature would feel free
to disregard the obligation, since 1t would harm the




credit of the state It 1s apparent that the financial com-
munity views the clause as a moral obligation of the
state, since the HFA bonds are rated Aa, just below
the rating according to New Jersey’s state bonds

The Commuttee concludes that there are advantages
and disadvantages to all the approaches toward improv-
g the marketability of New Jersey local goevrnment
debt At various times, any one of the approaches might
be better than the others Thus, the most effective course
would be a combination of the three approaches—a
centralized debt management advisory service, a guaran-
tee fund, and a bond bank

A New Jersey Municipal Credit Agency

The benefits of all three approaches could be ob-
tamned through legislation creating a public corporation
with a distinguished board of directors and business-like
management The corporation would be headed by a
qualified executive and orgamized into three divisions
a bond bank, a guarantee fund and a debt management
service

The bond bank division would be structured along
the lines detailed in Senate Bill No 858 (1970) It
would be authorized to hold county, municipal and
school district bonds No more than 10 per cent of its
portfolio could consist of the obligations of any one
1ssuer, and not more than 25% of any one 1ssue of the
bond bank may be for one local issue The law should
contain a make-up provision of the type used mn the
New Jersey Housing Finance Agency law

The guarantee fund would be established by the state,
with mitial capital coming from transfer of the balance
m the Fund for Support of Free Public Schools and the
school building aid capital reserve funds earmarked to
continue support of school borrowmg In addition a
state appropriation of a capital reserve for guarantee
of mumicipal bonds would provide coverage for 125
times 1ts amount in bonds, If there were no make-up
proviston, and substantially more i1f there were such a
provision The reserve fund would grow with earnings,
assummg no defaults

An optional guarantee could also be provided The
Fund would, upon request and with suitable supervision
of the local borrowing, guarantee prompt repayment of
principal and mterest on any bond issue The issuer
would pay a premium for such insurance Given the
record of New Jersey local bonds since the 1930s, the
AMBIC premium charge of 1% per cent of debt service
would be adequate If the bond bank wished to dispose
of any of its holdings in the secondary market, 1t could

make them more marketable by adding the guarantee
of the fund

Municipalities with high credit ratings might not use
either the guarantee fund or the bond bank, but these
facilities, as well as the debt management service, would
be open to all local governments

The agency would realize two types of earnings a
return on mvestment of 1ts assets, and premium mmcome
The investment earnings might be set aside 1n reserve
to limit recourse to the make-up provision The premmum
mcome could be held 1n another reserve to strengthen
the guarantee fund When premium earnings plus capital
reserve reach a total double the amount required to
cover the maximum debt service m any future year on
bonds guaranteed, the surplus could be distributed as a
dividend to the customers of the fund, in proportion to
the premmums they have paid mn

The fund would guarantee to the holder of any bonds
1ssued and guaranteed under the act that principal and
mterest will be paid promptly when due If a paying
agent does not have funds on hand five days before the
due date, he would be authorized to notify the fund,
which should then mmmediately deposit the required
amount with the agent

The fund would be limited to guarantee of some
stated multiple of its capital reserve This would enable
the legislature, through 1ts control over appropriations
to the reserve, to control the total amount of the state’s
moral obligation

The proposed agency would have a number of ad-
vantages The bond bank would serve those municipah-
ties with madequate access to the bond market The
guarantee fund would provide improved credit ratings,
particularly for larger mumcipalities with Baa ratings
which have used the maximum permitted by the bond
bank The risk of adverse effect on the state’s credit
rating arising from use of the bond bank alone will be
lessened, 1f not avoided entirely Coupled with strength-
enmng of state administrative supervision of local bor-
rowing practices, the program should result in major
savings 1 1interest costs for local governments The
price of these advantages 1s obviously greater mter-
dependence of local units 1n financing and greater state
participation 1 the local borrowing process

The Commattee recommends:

Creation of a New Jersey Mumicipal Credit Corpo-
ration to operate a municzpal bond bank, a mumcipal
bond guarantee fund, and a local debt management
advisory service.

Chapter VI

Non-Property Taxes In a Fair and Equitable Tax System
Refer to Part 'V of the Report

A: A BALANCED TAX STRUCTURE

In previous chapters, the Commuttee’s Report has
presented these needs and goals of tax reform

1 To close the revenue gap with mcome-elastic
sources that produce revenue growth at about the same
rate as expenditures grow

2 To elimmate the unjust regressivity of the present
tax structure

3 A massive shift in the tax burden from the prop-
erty tax to other revenue sources, through full state
funding of a standard public school education program,
a block grant program for municipalities, and transfer
of other government costs to non-property tax sources

4 Elimmation of mequuties n the property tax which
exist in the senior citizens’ deduction, veterans’ deduc-
tion, farmland assessments and tax-exempt property

5 To provide about $850 million in non-property
revenues from sources which enhance elasticity and
progressivity of the tax structure, maimtam favorable
competittve conditions for economic development, and
achieve a balanced structure with the flexibility to meet
present and future needs

In seeking a balanced tax structure, 1t 1s important
to consider comparative burdens among states The
policies of the states interact they are competitive and
compared, they offer alternative sites for economic de-
velopment and places to live and work, they are near
each other and mfluence their own progress as well as
their neighbors’ by their tax policies

We have seen before that New Jersey’s tax structure
varies greatly from the norm i most other states It
makes almost no use of personal income taxes It makes
mordinate use of the property tax These two facts ac-

count for much of the regressive, inelastic nature of the -

present tax structure The system 1s unbalanced

A study by the University of Kentucky in 1969 il-
lustrated what New Jersey’s tax structure means to a
famuly of four at various mcome levels In a comparison
of tax burden 1 relation to mmcome for all states, the
study found that for families with income under $5,000
New Jersey’s tax impact was the highest of all Only

at the $25,000 income level did New Jersey’s tax impact
come down to the average for all states At the $50,000
level, New Jersey’s tax mmpact dropped slightly below
average Property taxes on housing account for the
greater part of this regressivity

Studies of comparative business taxes among the
states indicate that the tax burden can be relatively light
m some places in New Jersey, and heavy i others, de-
pending on the level of local property taxation For -
dustries with high profit rates, New Jersey’s relatively
low corporate income tax can offset the property tax

The Advisory Commission on Intergovernmental Re-
lations has developed a tax effort index to show how
much of its taxing capacity a state is usimg, 1 compari-
son with the average state The index indicates New
Jersey’s business taxes are at 85 per cent of average
effort, non-farm residential property taxes are at 176
per cent of average effort, other personal taxes are 68
per cent of average effort Total personal taxes in New
Jersey were rated at 102 per cent of average effort

Income Elasticity New Jersey’s non-property tax
sources have a combined income elasticity of 98, an
indication that revenues from these sources grow at
about the same rate as personal income of the state’s
residents At the same time, state expenditures have had
an elasticity of 1 50 They have grown at a rate of 50
per cent faster than the growth mn revenues If the rev-
enue system 1s to be flexible enough to meet the needs
of state and local government without resort to constant
increases 1n tax rates, the elasticity of the revenue system
must be mcreased to approximately 1 50

Progressivity A tax 1s considered progressive when
the rate increases as income increases As we have seen,
New Jersey’s tax structure works just the opposite as
income goes up, the rate goes down Implicit m the use
of an mcome measure of ability to pay 1s the assumption
that the larger the income, the smaller the sacrifice each
added dollar of taxes represents

In analyzing New Jersey’s tax structure, progressivity
mdices were calculated for various taxes An index of
1 0 represents a tax which has an equal rate for all in-




come groups, an index below 1 0 mdicates a regressive
tax and an mdex above 1 0 a progressive tax

The property tax has an mdex of 55, sharply regres-
sive The most progressive mndex ratmg goes to the m-
heritance tax—2 16 Other taxes with regressive indices
are taxes on public utilities, motor fuels, motor vehicle
fees, msurance taxes and tobacco taxes Those with pro-
gressive 1ndices are taxes on corporation business, retail
sales, alcoholic beverages, and spectator admissions The
total system has an index of 68, indicating its regres-
sivity Removing the property tax raises the mndex to 86

In order to improve the progressivity of the tax struc-
ture 1t would be necessary to shift from property taxa-
tion to progressive non-property sources or to make
rate structures of present non-property taxes more pro-
gressive

Equity There are no universally accepted standards
for measuring the equity of a tax system Given the
approach to income elasticity and progressivity adopted
by the Commuttee, equity would demand a balanced
use of three major measures of tax contribution—ac-
cumulated wealth (property), spending, and current
mcome In addition, stability of yield 1s an absolute re-
qurement for state and local governments, since they
cannot engage m deficit financing as the federal govern-
ment can An approach to achieving greater balance,
elasticity, stability, and progressivity mn New Jersey’s tax
structure would include an equal use of property, sales
and mcome taxes, so that one-third of the $3 8 billion
of taxes collected 1n 1971 would be from property taxa-
tion and the remander from mcome and sales taxes

The Committee recommends:

As a present goal, at least until the effects of the
proposed restructurmg of the tax system, together
with possible federal takeover of welfare or revenue-
sharing, are achieved and stabihzed, that the State
shift to a state-local revenue system using one-third
property taxes, one-third mcome taxes and one-third
sales taxes.

Replacement revenues for the property tax should
be sought from mmcome-elastic sources with progres-
sive rate structures, to overcome the deficiencies of
the present tax structure; and

Specific tax sources should be selected, following
these principles, and with due regard to comparative
tax burdens, from both business and personal levies.

B: BUSINESS TAXES

Corporation Busmess Tax

New Jersey’s corporation business tax has two parts
—a franchise tax levied at the rate of two mmlls per
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dollar of net worth and an mcome tax levied at 4 25
per cent of corporate net income In 1970 the net worth
tax produced $52 mullion and the net income tax $112
milion The net worth tax 1s a longstanding revenue
measure for the state The net mncome tax 1s a relative
newcomer, adopted m 1958

Rates Many states m recent years have increasimgly
relied on icome taxes on corporations, undoubtedly
respondmg to criticisms that the older franchise taxes
were unfair to busmesses which were losing money In
addition, franchise taxes were first imposed m the days
when the corporate method of domg business was a
privilege granted by acts passed by the State Legislature,
a theory which no longer holds true, since corporations
are chartered under general laws without the trappings
of privilege This has led to suggestions that New Jersey
drop 1ts net worth tax and convert 1ts Corporate Busi-
ness Tax mto one based wholly on net income

However, rehiance on the corporate net imncome tax
would confront the state with some fiscal dangers In
years of economic decline, corporate net income can
suffer sharp drops, reducing state revenue and possibly
even forcing emergency actions to comply with consti-
tutional mandates for a balanced budget The net worth
tax has elements of stability which are desirable to
counteract some of the ups and downs of the economy

The net worth tax has other merits It 1s based on
one measure of ability to pay—the amount of property
owned, the net worth of assets used in a business In
view of recommendations elsewhere m this report to
reduce real estate taxes (mncluding those on busimness)
and to exempt purchases of machinery used in manu-
facturing from the sales tax, the net worth tax 1s justi-
fiable as a reasonable way to take some account of
business property m a balanced tax structure More-
over, 1f the net worth tax were to be replaced by a net
mcome tax, some mdustries would receive windfall
shifts 1n tax burden while others would suffer sharp m-
creases Since busmess has learned to live with the
present corporate tax structure, such sudden lurches
the tax burden should be endured only when sound
reason makes them necessary No such reasons have
been found by the Commuttee However, the net ncome
tax 1s a more sensitive measure of corporate ability to
pay and any additional revenue sought from taxes on
corporate businesses should come from the net imncome
tax

New Jersey’s business tax climate compares favorably
with other states Most states are rapidly ncreasing
corporation taxes, under pressure of revenue needs The
New York State corporate net mncome tax rate has gone
to 9 per cent for 1972, Ohio’s to 8 per cent, Connecti-

cut’s to 8 per cent and Pennsylvama’s 1s to be pegged
at 11 per cent beginming July 1, 1972 In the light of
these factors, New Jersey’s corporate net income tax
can be increased to 7 25 per cent Because the net worth
tax equates to a 1 8 per cent income tax i terms of
revenue raised, New Jersey’s rate would approximate a
9 per cent net income tax In view of the state’s need
for revenue and business tax reductions anticipated from
other recommendations of this Committee, such an 1n-
crease 18 necessary and justified

The Commuttee recommends:

That the corporation business tax contmue to be a
two-pronged levy. The net worth tax rate should
remain at the present 2 mills per dollar. The net
mcome tax rate should be raised to 7 25 per cent,
mcreasmg State revenue by $90 mullion a year.

A Second-tier Dwrect Net Income Tax Many out-of-
state corporations engaged 1n interstate commerce are
beyond the reach of New Jersey’s franchise tax This
Limitation on the tax results from decisions of the U S
Supreme Court, which have restricted the power of the
states to levy franchise taxes for the privilege of doing
an exclusively interstate busmess within a state How-
ever, a number of states have developed as an addition
to their corporate franchise taxes an income tax levied
not on the privilege of doing business within their states
but on mmcome derived from sources within the state
Called “second-tier” mcome taxes, they often are identi-
cal 1n major respects to the states’ corporate franchise
taxes, usmg the same rates and the same division of
mcome methods used m determimming franchise taxes
They also have an added advantage over corporate -
come taxes—they can imclude 1in the measure of tax
hability interest and other income from securities 1ssued
by the US government and its mstrumentalities Such
mterest and income cannot be taxed under state cor-
porate mncome taxes

The “second-tier” income taxes have been ruled con-
stitutional by the US Supreme Court Congress (in
P L 86-272) has sought to narrow the reach of second-
tier state income taxes, but 1t 1s clear that a considerable
area of activities of exclusively interstate businesses now
untaxed under franchise levies are within the reach of a
second-tier net income tax Thus, an out-of-state cor-
poration maintaining only a sales office in New Jersey
would presumably be taxable under a direct net mncome
tax, whereas 1t would not ordmnarily be taxable under a
franchise tax for the privilege of doing business within
the state On equitable grounds, interstate businesses
dertving mmcome from New Jersey should make some
contribution to the costs of maintaimming government
operations and services within the state
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The Commattee recommends:

The adoption of a second-tier net mcome tax as
part of the corporation business tax, to be apphed to
corporations deriving income from within New Jersey
and which are not subject to the franchise tax. Lack
of useful data makes a specific revenue anticipation
from this tax madvisable, but experience in other
states suggests possible revenue of $2 to $4 milhon.

Notice of Business Activities New Jersey law re-
quires out-of-state corporations to obtain certificates of
authority from the Secretary of State before doing busi-
ness 1n the state Corporations which fail to qualify are
subject to small fines and denial of the use of the state
courts Similar laws are 1n force 1n all other states Some
mmpose fines and personal liability on corporate officers
and agents, but these provisions are rarely enforced
The demal of use of the courts has also been meffective,
since a corporation can qualify by obtamning a certificate
of authority when and if it desires resort to the courts

Such a loophole 1n the law could seriously affect en-
forcement of the recommended second-tier net income
tax To safeguard state revenues and reduce unfair tax-
free competition, a more effective means for discovering
out-of-state corporations which may be taxable must be
devised Such a means would be a statute requiring
every out-of-state corporation carrymng on specified ac-
tivities or maintaming specified types of property within
the state to file a Notice of Business Activities with the
Drrector of Taxation, unless exempt Exemptions would
be granted to those corporations which have obtamed
Certificates of Authority or filed returns under the cor-
poration business tax or second-tier net ncome tax The
sanction for failure to file a timely notice of business
activity should be demal of access to the state and fed-
eral courts in New Jersey, upon a finding that the cor-
poration was required to file a return under one of the
corporate taxes There should be no automatic, statutory
escape clause from the sanction, and regular, systematic
enforcement by the Tax Division will be required

The Commattee recommends:

That a Notice of Business Activities be required of
all out-of-state corporations which do not file returns
under the corporation business tax or the propoesed-
second-tier corporate net mcome tax and ave subject
to such taxes. Coupled with appropriate sanctions
and enforcement, the notice requmrement will close
an inequity m present corporation tax laws.

Modifications in Measuring Net Worth

The Committee has considered several proposed
modifications 1 the method of calculating net worth for
payment of the franchise tax It has concluded that many




of the proposals, such as eliminating long-term debt as
a deduction, while having some merit, would cause in-
advisable shifts i tax burdens among industries or
would require administrative procedures which are not
feasible A few proposed changes, such as including
leased real estate and tangible personal property mn the
determination of the property factor of the apportion-
ment formula, should be adopted There 1s also a need
to determme the allocation of net worth n specialized
mdustries, such as trucking, arrhmes, radio, television
and mvestment companies Such a review should be
conducted by the Tax Study Commuittee which 1s rec-
ommended 1 this report

Unimcorporated Busmess Taxes

In 1966, New Jersey enacted an excise tax of 25
per cent on the gross receipts of individuals and other
unincorporated entities engaged in busmess The law
exempts businesses with yearly gross receipts of less than
$5,000, as well as corporations subject to the corpora-
tion busmess tax and the financial business tax The
revenue 1s distributed to municipalities as a portion of
the replacement for business personalty revenues re-
moved from the local tax base This tax produced
$14,861,494 m 1968, the first year of operation, and
1 1971 produced $17,098,182

The tax has several fundamental defects It 1s imposed
regardless of whether a business 1s making a profit or
losing money It has no relationship to the value of the
property used 1n the business It unfairly imposes heavier
burdens on businesses whose ratio of net profit to gross
receipts 1s low

The tax was enacted as a temporary expedient, to
replace local revenues lost from reductions 1n the busi-
ness personal property tax The far-reaching tax reforms
recommended m this report will improve the local rev-
venue picture m a fundamental way, making it un-
necessary to retain an unfair, temporary expedient The
Commuttee sees no justification for continuing to use
gross receipts as a measure of unincorporated business
taxes

However, a tax on unincorporated businesses using
net mmcome as the measure would not suffer from the
basic defects of the gross receipts tax Devising the
specific provisions of such a tax s fraught with many
technical difficulties A detailed study of an unmncorpo-
rated business net mncome tax 1s required before a rec-
ommendation can be made to the legislature

The Commattee recommends.

Repeal of the gross receipts tax on unmcorporated
businesses, and consideration of a net mcome tax on
these busmesses by the proposed tax study group m

order to develop a concrete proposal for submission
at a later session of the legislature.

Retail Gross Receipts Tax

The Retail Gross Receipts Tax was also enacted 1n
1966 for distribution to municipalities as replacement
for lost revenues from the business personal property
tax In 1971, revenue from the tax was $4,582,210

The tax 1s levied at 1/20 of 1% on gross receipts of all
retail stores which have sales of more than $150,000
a year The tax 1s directed at one class of taxpayers and
1s inherently unfair The justification for 1t 1s elimiated
by the comprehensive revenue proposals 1n this report

The Commitiee recommends:

The retail gross receipts tax should be abohshed.

Busmess Personal Property Tax

The busiess personal property tax 1s levied upon the
tangible personal property used m busmess by indi-
viduals, partnerships, corporations and other establish-
ments engaged in trade Property 1s valued at 50 per
cent of original cost and a statewide rate of $1 30 per
hundred of equalized value 1s applied The State Treas-
urer collects the tax and receipts are a portion of an
annual $106,835,188 distributed to municipalities under
the Busimess Personalty Replacement Act of 1966 The
tax produced $50,978,295 mn 1971

While the personalty tax has little philosophical ap-
peal, an increase 1n 1ts rate would offset revenue lost
from the recommended exemption of production ma-
chinery from the sales tax The personalty tax does not
cause all of the harmful economic effects which arise
from mmposing the sales tax on new machinery, since
it defers tax payments until production benefits from
machinery are an actuality Along with property tax
relief for business contamed in other recommendations
m this report, the Commuittee believes increasing the
personal property tax rate a reasonable step

The Committee recommends

The business personal property tax rate should be
raised to $2 00 per hundred, producing an estimated
revenue mcrease of $27.5 million a year. The tax
base should remam 50% of origmal cost

Taxes on Banks and Other Lending Institutions

Ever since the United States Supreme Court decision
m the celebrated case of McCullogh v Maryland a
century and a half ago, the states have been restricted
1 therr ability to tax banks The decision held that na-
tional banks were rmmune from state taxation m the
absence of federal consent Federal law since has al-

lowed some taxation of national banks, but not to the
extent of other busmnesses For competitive reasons, the
states have also had to exercise similar restraint in taxa-
tion of state-chartered banks and other financial busi-
nesses

Since 1864, Congress has permitted states to 1mpose
real property taxes on banks plus one of four other
taxes—on bank shares, on stock dividends, on net in-
come, or a franchise or excise tax measured by net
mcome In 1969 Congress widened the range of taxes
which states might impose on national banks on an
mterim basis and scheduled an end to the long standing
mmmunities of national banks The act was origmally
planned to be effective January 1, 1972 However, there
18 a probability that some restrictions recommended by
the Federal Reserve Board may be written into the
permanent law and, in the meantime, the interim pro-
visions are extended until January 1, 1974

The New Jersey bank stock tax, enacted m 1914, 1s
the major tax imposed on banks 1n this state They are
also subject to the real property tax, the sales and use
tax and muscellaneous levies But there 1s no tax on
banks corresponding to the corporate net income tax
The value of a bank’s stock 1s determined by 1ts capatal,
surpluses and undivided profits, and a deduction 1s al-
lowed for the assessed value of real estate The rate was
75 per cent until 1970, when 1t was doubled to 1 5 per
cent The tax yielded $7,843,000 m 1971

The financial business tax, enacted in 1946, taxes mn-
dustrial banks, personal finance and small loan com-
panies, sales finance and mortgage finance businesses,
dealers in commercial paper, and others 1n competition
with national banks for moneyed capital Designed as
a counterpart to the bank stock tax, it 1s levied ata 15
per cent rate on net worth It yrelded $2,452,000 m
1970

Mutual savings banks, savings and loan associations,
and buillding and loan associations are not covered by
either the bank stock tax or the financial business tax
Nor does the corporation business tax apply to them
Such banks have argued for favored treatment on
grounds that they are mutual associations serving the
home mortgage market for the great mass of ordnary
citizenry

The present mterim federal law would allow New
Jersey to mmpose on national banks whose prmcipal
offices are within the state any tax (other than on n-
tangibles) which 1s also levied on state chartered banks
Thus, New Jersey for the first time could 1mpose a com-
bined net income and net worth tax on both national
and state banks

There are many difficulties yet to be resolved before

defimtive action can be recommended National banks
with headquarters outside of New Jersey are still beyond
the reach of state taxation under the mterim federal
legislation The competitive positton of New Jersey
banks vis-a-vis banks m New York and Pennsylvama
operating within New Jersey 1s a substantial problem
If the permanent Congressional legislation takes effect,
the out-of-state banks would also lose much of their
tax immumty, changing the competitive balance The
measure of bank income raises problems also Bank mn-
come for federal tax purposes 1s substantially lower,
relation to economic income, than that of other busi-
nesses A net income tax on banks modeled after the
federal levy might not have the same revenue impact as
the net income tax on other corporations

A review of the state tax structure as applied to lend-
mg mstitutions 1s very much n order, but thorough-
going changes must wait until Congress resolves the
uncertainties 1 the federal legislation In the meantime,
the Commuttee sees no justification for the current com-
plete bank tax immunity granted to savings banks,
savings and loan associations, and bwlding and loan
associations As an imterim measure, the most appro-
priate step would be to close this gap in the tax laws
with enactment of a tax on these institutions measured
by a 5 per cent rate on net income Because of the
previously mentioned favorable treatment given bank
net mcome, 1t 1s likely that the tax will not result in a
burden equal to those imposed by the bank stock tax
and the financial business tax In part, this 1s a tentative
acceptance of the contention by savings banks, savings
and loan associations, and building and loan associations
that they are entitled to preferential treatment The
premise ought to be re-examined at a later date

The Commattee recommends:

That a study of the taxation of banks and lending
mstitutions be undertaken, for completion and pres-
entation to the Legislature after Congress acts cn
permanent provisions of law affecting national banks.
In the meantime, a S per cem tax measured by net
income should be 1imposed on lending institutions not
covered by the bank stock tax, the financial business
tax and the corporation busimess tax,

Taxation of Insurance Companies

Like most states, New Jersey generally imposes a tax
of 2 per cent on premiums of mmsurance companies and
exempts them from general corporation and franchise
taxes paid by other businesses Premiums which qualify
for special treatment under the federal income tax law
are exempted

The rates apply to New Jersey companies and out-of-




state companies alike, but are limited to one-eighth of
a company’s total taxable premiums received both
within and outside of the State New Jersey companies
are allowed an offset for premium taxes paid to the city
and county where they are located (reduced by $200,000
for companies with capital and surplus of $15 million or
more)

The evidence indicates that the premium tax repre-
sents a higher percentage of insurance compames’ net
income, using the same base as for federal tax purposes,
than do the state’s taxes on other kinds of businesses
Thus, a net income tax applied to msurance companies
at the same percentages used m other business taxes
would produce less revenue than the premimum tax

This does not seem unfair, however The relative
amount by which insurance companies have been more
heavily taxed than other busmesses has narrowed in
recent years The premium tax remamed static while
other business tax rates rose The situation 1s similar n
other states A higher-than-usual franchise tax 1s also
justified by special treatment granted to the insurance
industry—exemption from the anti-trust laws and
special State supervision and assistance Insurance pre-
muums are also exempted from the sales tax

New Jersey msurance companies suffer some com-
petitive disadvantages because about half the states
openly discrimimate 1 favor of their own companies,
etther with reduced taxes or complete exemptions In
addition, nearly all states have retaliatory taxes by
which they raise tax rates on any company from a state
which has higher rates Discrimmnatory and retaliatory
taxes were outlawed a long time ago for other busmesses,
but federal legislation permits them i the insurance
business If New Jersey raised its premmum tax, retaha-
tion from other states might cost some New Jersey
companies as much as $10 for each dollar of added
revenue here The effect 1s to limit business activity
within New Jersey and preclude any increased taxation
of msurance compames Since these oddities have been
fostered by federal legislation, the state’s Congressional
delegation should be urged to mitiate corrective legis-
lation

The New Jersey tax has three mequities

a Non-insured employee health and welfare benefit
plans evade the premmum tax But the employer becomes
an msurer covering the risks of other persons and
should be subject to the same taxes and supervision as
an msurance company

b A new type of group mnsurance policy has been
designed to evade taxes Under this subterfuge, the m-
surance company collects a premium of only 5 to 10
per cent of normal The difference 1s deposited m a

special bank account in the employer’s name and most
claims are paid from 1t Even under present law a case
could be made that the tax should be paid on the full
premium amount, not just the 5-10 per cent labeled as
“premiums ”

¢ Busmess firms purchase group, property and
liability 1nsurance from out-of-state msurance firms not
admitted to do business in New Jersey If the transaction
takes place outside the state, the premium 1s not taxed
The policy can then be ceded to and serviced by another
out-of-state insurance company admitted to do business
m New Jersey There seems to be no legal means at
present to tax this second nsurance company, either

The Comnuitee recommends:

That the State enact a new tax on the use of msur-
ance to cover risks withm New Jersey. The tax
would be patterned after the use tax which comple-
ments the retail sales tax. The definition of insurance
would be broadened to mclude all employee protec-
tion plans, whether handled by an msurance company
or an employer. Such a law would close these three
mequities 1 the present premwum tax

Insurance companies should be subject to the
requrement for filing a notice of busmess activity, as
recommended earlier by the Committee.

The surplus line tax of 3 per cent can be changed
to 5 per cent without competitive jeopardy or retala-
tion from other states. The Commuttee sees little
equity m mamtaimng the one-eighth limitation on
the total of premiums subject to the tax.

An on-gomng study group should be established to
review the complex issue of msurance taxation m
order to assist New Jersey’s representatives in Con-
gress to abolish discrimmatory and retaliatory msur-
ance taxes.

Public Uality Taxes
New Jersey levies three taxes on public utilities

a A franchise tax of 5% on gross receipts of
companues, other than railroads, grossing $50,000 or
more annually and 2% on those grossing less The
tax 1s assessed by the state and distributed to muni-
cipalities where the utihties are located Revenue
totaled $64,390,423 in 1971

b A7 5% tax on gross receipts of utilities These
revenues, which were $88,545,143 m 1971, are dis-
tributed to municipalities on the basis of the amount
of utility property within therr borders as are the
franchise tax revenues

¢ A surtax on the other two taxes, which pro-
duced $20,442,352 for state use m 1971

Telephone and telegraph companies do not pay gross
receipts taxes They are subject, instead, to the local

property tax In 1971, local revenues from these taxes
totaled $49,783,000

The Committee recommends no change 1 these
taxes, nor does 1t recommend any increase 1n rates, due
to the regressive nature of public utility taxes Balancing
of the entire tax structure 1s needed to overcome the
dominant effects of such regressive taxes

Railroad Property Tax

Since 1966 New Jersey has levied a state tax on
certain types of railroad property, replacing the former
local tax on Class II railroad property The state pays
aid to the municipalities which formerly levied the
Class IT tax In 1970, $11,015,238 was paid m replace-
ment aid The law has operated equitably, in place of
the unfair methods which once existed, and no changes
are recommended

Value-Added Taxation

Value-added taxation 1s widely used in Europe and 1n
the past, mn Michigan In recent years there has been
heightened nterest in such taxes at the state and federal
level, though none 1s 1n effect now Generally, value-
added taxation 1s levied on a very broad base—the entire
output of a state or nation In practice, the tax 1s im-
posed on business firms by taxing the difference between
their receipts and the payments they make for materials,
services and capital equipment

Depending on treatment of payments for input, par-
ticularly ivestment expenditures, a value-added tax
may take on theoretical similarities to a busimess net
mcome tax or a consumer sales tax However, the tax 1s
neutral 1 1ts impact on corporate and non-corporate
businesses, efficient and mefficient producers, labor-
mtensive and capital-intensive industries, and integrated
and non-mtegrated firms Because of the broad tax base,
a low tax rate produces a large amount of revenue

However, there are some disadvantages to a value-
added tax As a national tax 1t 1s likely to be passed
completely to consumers 1n the form of price increases,
and thus has considerable regressivity As a state tax on
the other hand 1t 1s difficult to shift on to consumers n
other states in the price of New Jersey goods shipped
out of State Rather, New Jersey concerns would simply
move to other states to escape this burden A value-
added tax 1s difficult to make non-regressive through
selected exemptions While 1t 1s a highly elastic tax, as
1S an 1ncome tax, 1t 1S not as progressive as an imcome
tax Within the framework of our existing federal and
State laws a state mmposed tax on value added 1s
objectionably deficient when compared to the sales tax
for example Sales tax payments may be deducted from
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mcome for federal personal mcome tax purposes, but
cost mcreases due to value-added taxes cannot be de-
ducted under present federal regulations

The Commuittee believes that a value-added tax must
be viewed 1n context with the entire tax structure, and
not as 1if 1t were the only tax to be imposed A properly
balanced structure of other taxes on busmess and
imdividuals, as recommended 1n this report, can achieve
most of the advantages of a value-added tax without 1ts
corresponding disadvantages

The Commuttee recommends:

Agamst adoption of a value-added tax for New
Jersey.
C: TAXES ON INDIVIDUALS

Death Taxes

Death taxes fall into two major classes—estate taxes
and nheritance taxes Estate taxes, used by the federal
government and eight states, levy a progressive tax on
the value of an entire estate, regardless of the identity of
the beneficiaries The tax has the advantage of simplicity,
efficiency and comprehensibility Inheritance taxes, used
by 38 states and the District of Columbia, use separate
rate schedules for different classes of beneficiaries
Transfers to spouses, children and other close relatives
are taxed at lower rates than transfers to distant rela-
tives or non-relatives Simplicity 1s sacrificed to lessen
the burden on the immediate family

New Jersey’s transfer mnheritance tax, one of the
heaviest such taxes 1n the nation, 1s weighted 1n favor of
Class A beneficiaries—fathers, mothers, husbands,
wives, children, etc (Class B consists of charities, hos-
pitals, educational institutions, etc , Class C are collat-
eral relatives, brothers, sisters, or their spouses, Class D
covers other transfers ) In 1970 transfers to the imme-
diate families of decedents accounted for 64 9 per cent
of the total transfered but only 35 3 per cent of taxes
Transfers to collateral relatives and non-relatives ac-
counted for 19 3 per cent of the estates but 52 per cent
of the taxes The Committee believes great emphasis
should be placed on protecting the immediate family of
decedents, particularly widows where the primary family
wage-earner has died prematurely Achieving the sim-
plicity of an estate tax would mvolve a much heavier tax
burden on widows and other close relatives of dece-
dents The only circumstance justifying adoption of an
estate tax would be passage of federal legislation sig-
nificantly increasing the federal credit for moneys col-
lected under a State estate tax In such a case, a New
Jersey estate tax would capture the federal credit without
an added burden on immediate families of decedents




The Commuttee recommends:

Retention of the inheritance tax at 1ts present rates.

New Jersey’s first death tax was enacted 1n 1914 It
spectfied an exemption of $5,000 for each beneficiary in
Class A, close relatives of the decedent Fifty-seven
years later the exemption remains at $5,000 Inflation
alone justifies increasing this exemption

The Commattee recommends:

Increasing the present $5,000 exemption on trans-
fers to close relatives (Class A beneficiaries) to
$20,000; and providing that gifts more than three
years prior to death may not be deemed to have been
made m contemplation of death.

The transfer occurring at the death of one of the
tenants under a jomnt tenancy has always been deemed
subject to mherntance taxation, subject to proof of the
ownership by surviving jomt tenants However, when
the real property 1s held by a husband and wife as
tenants by the entirety, the property has always been
exempt from tax, whether 1t 1s held for restdential or
mvestment purposes This special treatment 1s accorded
because of the fear that a death tax on the family home
could force the surviving spouse to sell the home to pay
the tax The principle 1s valid when applied to the home
But 1t has allowed the tax-free transfer of large holdings
of mvestment and busmess properties which do not
merit special treatment It has been suggested that
taxing such transfers when the homestead 1s not imnvolved
would produce as much as $2 2 millhon in added rev-
enues In any case, equity supports a change 1 the law

The Commuttee recommends

Elimmation of the inheritance tax exemption on
non-homestead property held as joint tenancies of
the entirety.

When Ife msurance proceeds are payable to the
estate of the insured or to his executor, admimnistrator or
trustee under a trust created by a will, they are taxable
m New Jersey But when Iife msurance proceeds are
payable to the trustee of a trust created during the life-
time of the msured and then over to a beneficiary under
the terms of such a trust, or to a designated beneficiary
under the policy, they are not taxable Therefore, most
Iife insurance proceeds escape taxation in New Jersey

The preferential treatment of life insurance proceeds
1s based upon the conclusion that life msurance 1s
purchased for purposes of protection, rather than mvest-
ment But insurance policies have a cash surrender or
loan value, and n this respect resemble other taxable
assets The Commuttee beheves that a dollar exemption
can be used to give recognition to the role of insurance
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m providing a basic sum to ward off unforeseen musfor-
tune Beyond this exemption lfe insurance proceeds
should be treated as any other asset for mheritance tax
purposes

The Commatiee recommends:

That hfe msurance proceeds be included in the
mheritance tax base to the extent they exceed:

1. $50,000 pad directly to the decedent’s spouse;
plus

2. An additional $10,000 paid to the spouse for
each surviving mmor child of the decedent who lLives
with his or her surviving spouse.

3. $10,000 for each Class A beneficiary other
than the decedent’s surviving spouse.

That the distinction between hfe msurance pro-
ceeds payable to testamentary trusts (taxable) and
those payable to inter-vivos trustees (not taxable) be
elmmated. The distinction has no economic or other
basis.

That benefits from pension, stock bonus and profit-
sharmmg plans be taxed only to the extent of the
decedent’s contributions, mstead of bemng fully taxed
as they are now. This is a more equitable approach

Transfers to charitable organizations were exempt m
New Jersey until 1922, when a 5 per cent levy on all
such transfers of $500 or more was enacted Exceptions
were enacted mn ensumg years until 1962, when the
complete exemption was restored

The Commuttee recognizes the social contributions of
these benevolent organizations But when bequests to
widows and children are taxed, it seems only fair that
a modest tax be placed on transfers to charitable organi-
zations However, such a tax should not be imposed on
testamentary transfers to non-profit educational organi-
zations Most states exempt transfers to out-of-state
charties only if the charity 1s exempt m 1ts home state
Bequests to New Jersey educational imstitutions from
other states might suffer, and these institutions depend
heavily on such contributions Other types of charitable
organizations, such as hospitals or churches, receive
relatively few bequests from out-of-state decedents and
would suffer little or no dimmution of contributions

The Comnmuttee recommends:

That the flat 5 per cent inheritance tax on chari-
table bequests over $5,000 be restored, with an
exemption for non-profit educational mstitutions.

The Sales and Use Tax

New Jersey’s sales and use tax, enacted only five
years ago, 1s the State government’s chief revenue

source, accounting for 40 per cent of its budgeted
revenue This level of revenue 1s obtamed 1n spite of the
fact that New Jersey’s sales tax imposes a relatively low
per family tax burden in comparison with other states
This 1s a direct outgrowth of an extensive hst of
exemptions

The tax has often been criticized as regressive, but it
need not be Zero regressivity may not be attainable but
it 15 a goal worth pursuing through use of a rational
system of exemptions The tax 1s mcome-elastic and
broad-based Use of the tax, and modifications, should
be viewed 1 the perspective of the total tax structure,
including enactment of a graduated income tax The
Commuttee concludes that contmuation of the sales and
use tax 1s an acceptable and essential part of such a
balanced tax structure, both to preserve a major source
of State revenue and to msure a broad and equitable tax
base

The present 5 per cent sales tax rate 1s generally in
line with rates in nearby states However, 1ts wide range
of exemptions has the effect of narrowmg the tax base
and making 1t less elastic In 1970, the rate was raised
from 3 to 5 per cent to obtain needed revenue for the
State government Revenue from the sales tax can also
be mcreased by narrowing the range of exemptions, and
where this can be done while making the tax more
progressive, elastic and broader-based, 1t 1s a preferable
course

The Advisory Commission on Intergovernmental Re-
lations has observed that a sales tax should cover most
personal services as well as retail sale of tangible goods
Exemptions which make the tax more regressive narrow
the tax base, requiring higher rates to raise a given
amount of revenue This unjustly increases the burden
on those items covered by the tax Exemptions should
be granted only when they serve one or more of the
following purposes

1 They decrease regressivity,

2 Remove mequities,

3 Prevent harm to the economy,

4 Remove conflicts with other public policies, and
5

Remove admmstrative impracticalities

Several existing exemptions m the New Jersey sales
and use tax law serve none of these purposes

The existing exemption for clothing purchases was
mserted for the laudable intention of making the tax
more progressive But recent evidence mdicates that 1t
has the oppostte effect, 1t 1s regressive Of the 45 states
which levy a sales tax, only 5 continue to exempt

clothing To msure that elimination of the exemption
would have mimmmum impact on low-income families, a
rebate or credit system can be devised Such a system
would return about $10 million to low-income families,
tendmg to make the entire sales tax burden more pro-
gressive The combination of the credit-rebate system
and elimination of the clothing exemption would -
crease sales tax revenues $70 mullion a year

The Commattee recommends

That the sales tax exemption for clothmg be re-
placed by an mcome tax credit or rebate to each
famuly having a total mcome of $1,300 or less per
person.

A second major exemption which narrows New
Jersey’s sales tax base without making the tax more
progressive, equitable, elastic or practical 18 personal
and professional services Spending on services 1s In-
creasing faster than spending on tangible goods Remov-
ing them from the tax base causes revenues to lag
behind growth of the economy and growth of govern-
ment costs The exemption also produces such inequities
as a sizable tax on a washing machme used for home
laundering and an exemption for laundering sent out to
a commercial establishment However, the Committee
believes that one area of professional services should
continue to be exempt—medical services To impose a
tax on these services would cause unpredictably severe
and unavoidable personal hardships For similar rea-
sons, the sales tax exemption for prescription drugs and
medicines should be continued

The Commattee recommends:

That the sales tax exemption for personal and pro-
fessional services should be elimmated, except for
professional medical and health services. The tax on
services should mclude those used m construction,
mamtenance and repair of real property. It also
should extend to legal, accounting, engineering and
architectural services, title searches, etc

The tax should be applied to all services except
medical and health services and the personal services
of beauty, barber, shoe repanr shops and employment
agencies.

It 1s estimated that elimination of the exemption of
purchases of services would add $154 O million to State
revenue, as indicated n the following table
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Estimated Revenue from Proposed Sales Tax on Services

Estimated Revenue

$ 12 8 mullion

Service

Laundry and Dry Cleaning

Busmess, Management Consulting 90
Statistical and Computer 23
Public Relations 2
Interior Decorators 2
Practice of Law 156

Practice of Architecture,

Engmeering 120
Practice of Accounting 100
Construction 919

TOTAL "$154 0 mullion

The Commuttee has considered a number of other
present exemptions in the law and concluded that they
should be removed In summary, these exemptions and
the reasons for elimmating them are

On-premises consumption of alcoholic beverages
As the Twelfth Report of the State Tax Policy Commus-
sion pointed out, there 1s no good reason to exempt a
$20 bar check while a $2 meal served 1n the same room
1s taxed

Magazines, periodicals This exemption does nothing
to make the sales tax progressive or equitable No com-
pelling reasons of public policy requure it

Casual sales of aircraft and boats The basic mtent of
this exemption recognizes adminstrative difficulties
collecting a tax on such sales However, casual sales of
aircraft and boats or vessels documented under U S
Bureau of Customs statutes can be collected without
admunistrative impracticalities They should be

Certain comn-machine sales Sales of other articles do
not exempt the first 10¢ of value The exemption of
articles sold from vending machines should be removed
mn the interest of equity as well as for administrative
simplicity

Films, records, and tapes used in theater, radio and
television productions To continue this exemption
would serve no valid purpose and would be inconsistent
with taxation of professional services

Sales covered by local sales tax ordinances This ex-
emption benefits only one municipality and 1s totally
mequitable Other recommendations 1 this report will
benefit the municipahty along with others 1n like circum-
stances and remove the last shred of plausibility for this
exemption

The Commuittee has concluded that a number of
exemptions should be contmued for good reason In
addition to the aforementioned exemptions of expendi-
tures on medical services and prescription drugs and
medicines, they are
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Food, food products, beverages, food sold mn school
cafeterias, utility bills, motor fuels, property for use in
research or development, wrapping paper, wrapping
twine, bags, cartons, farm production items, products
used by morticians, chemicals and catalysts, school text-
books, renting, leasing, licensing or mterchanging of
trucks, tractors, trailers or semi-trailers, cigarettes, the
Bible, the United States flag, locomotives, railroad cars
and rolling stock, buses

One exemption previously removed should be re-
stored—the exemption for sales of machinery used in
production of goods The Commuttee received credible
evidence that taxation of production machmery sales
will cause great long-term harm to growth of the State’s
mndustrial base Ultimately the harm will be felt m loss
of employment and reduction of the tax base Restora-
tion of this exemption would reduce sales tax revenue
by $25 mullion a year, but this amount would be offset
by the recommended 1ncrease 1n the tax rate on business
personal property

Summary of recommendations-

1 The Committee recommends repeal of sales
and use tax exemptions for the following items, with
the estimated increase 1 State revenue for each:

MllIlIllons
On-premises consumption of
alcoholic beverages $ 6.0
Clothing and footwear 80.0
Services 154.0
Magazines and periodicals 0.6
Casual sales of aircraft and boats J5
Com-machimnes sales under $ 10 1.0
Films, records, tapes m theater, radio
and television productions 1.2
Sales under local sales tax law 4.0
Building materials taxable but
not taxed 25.0
Total exemptions removed $272 55

2 In conjunction with repeal of the clothing ex-
emption, an mcome tax credit or rebate should
be paid to each fammly having a total mcome of
$1,300 or less per person Cost: $10 million.

3 The exemption of sales of machmery, appa-
ratus and equpment used mm manufacturmg tangible
goods should be restored, to prevent harm to the
State’s economy. Cost. $25 milhon

The net total additional sales and use tax rev-
enue resulting from the recommendations would
be $237.55 million. In the 1971-72 fiscal year,

revenues would have been raised from the pres-
ently budgeted $563 million to $800.55 million.

The Personal Income Tax

The defects of New Jersey’s tax structure have been
documented It 1s regressive, nelastic, self-defeating It
oppresses the poor, causes educational inequality, dis-
torts physical development, tears at the social fabric
All of this without being either efficient or equitable

In previous parts of this Report, the Commuttee has
charted a basic restructuring of the tax system It has
proposed moving New Jersey away from 1ts traditional
over-reltance on the local property tax, the central fact
of fiscal bife 1n the state-local tax system

There can be no doubt now that using the property
tax as the primary source of government revenue—$2 2
billion of the $3 85 billion raised n 1971—has done
great harm to basic values—home ownership, economic
development, simple justice to the poor, the elderly and
to groups of the so-called affluent chosen by the most
off-handed processes To wander into such a distorted,
mequitable circumstance 1s shameful To continue it
willfully and knowngly would be unpardonable

There 1s only one tax which will produce both the
revenue and equity needed to restore balance to New
Jersey’s tax structure—a graduated personal income
tax Without 1t, there cannot be enough revenue to
hghten the property tax Without 1t, no patching and
bending of the other taxes will produce an equitable
whole Without 1t, the State and local governments are
foredoomed to annual raising of rates and reductions of
service There can be no tax reform for New Jersey
without a graduated personal mcome tax

Design of a State Income Tax

In considering the outlines of a personal income tax,
the Commuttee considered several basic 1ssues

1 Competitive effects on the economy

2 Relationship to the federal ncome tax
3 Taxation of non-residents

4 Rates and deductions

The Committee 1s mindful of the fact that New
Jersey’s economic development has benefited somewhat
because business firms have located within the State n
preference to neighboring states with income taxes
However, New Jersey need not impose an mcome tax at
rates as high as those m New York State now Pennsyl-
vania has recently adopted an mcome tax, also Thus,
whatever advantage New Jersey had before need not
be given up entirely Possibly even more important, the
kind of tax reforms made possible through use of a
personal income tax can make New Jersey substantially
more attractive for rational economic growth
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Any state personal mcome tax must be affected by 1ts
relationship with the federal income tax Alaska, Neb-
raska and Vermont have adopted mncome taxes which
“piggy-back” on the federal tax, simply imposing taxes
at a percentage of an imndividual’s federal mncome tax
liability Such a tax has been suggested to the Com-
muttee, largely on grounds of simplicity But most of the
simplicity which 1s apparent from a distance disappears
on close view And what simplicity 1s gamned involves
some considerable losses 1n other ways

“Piggy-back” income taxes, for instance, supposedly
permut stmplhfied tax forms But not so for out-of-state
residents, who must allocate income on state tax returns
but not the federal return The federal income tax
cannot reach interest income from state and municipal
bonds The state can, and such a step requires a different
form The federal government 1s forced to distinguish
between different groups of married and unmarried
taxpayers, because some states have community prop-
erty laws There 18 no need or justification for some of
these distinctions in New Jersey, and a different set of
forms and rates would be requred New Jersey can
achieve most of the benefits of simplicity for many tax-
payers by permitting them to file a copy of thewr federal
tax return, using the information which 1s pertinent

The “piggy-back” tax also allegedly reduces admin-
istrative cost But a cooperative audit program already
mn use for other taxes will achieve the same effect with-
out sacrificing the State’s interests to federal agencies
mvolved mm administering their own laws with only
secondary interest 1n the varymg income tax laws of the
states If proposed legislation providing for optional
federal collection of state income taxes 1s enacted, 1t
might then become advisable to restructure a state
mcome tax But that time 1s not yet

The disadvantages of a “piggy-back” mcome tax can
be serious The state may not wish to accept for its own
tax policies the decisions of a national Congress on such
questtons as depletion allowances It might not want to
adopt, sight unseen, the entire structure of the Internal
Revenue Code And once wedded to the structure as a
whole, mdividual departures would be extremely diffi-
cult There 1s even serious legal doubt whether the
State Constitution will permit delegation of the State’s
policy-making powers to Congress

Non-resident Income

New Jersey’s geography makes 1t a common occur-
rence for non-residents to earn at least a portion of their
mcome within the State The Committee believes 1t
mmportant, from the standpoint of equity and revenue,
that non-residents should be subject to the personal
income tax, in proportion to the amount of their ncome




earned mm New Jersey Court decisions support such
action A proper method of calculating a non-resident’s
tax hability would be he shall first determine his mcome
in the same manner as would a resident The non-resi-
dent tax hability would then be reduced to the per-
centage which his New Jersey adjusted gross imcome
bears to his total adjusted gross income In other words,
if he makes half his income 1 New Jersey, he would pay
half the amount a New Jersey resident would pay on the
same amount of total ncome

Rates

Income tax rates approximately half the existing New
York rates would produce an estimated $550 million
the first full year, a sufficient amount of new revenue to
achieve the tax reform charted in this Report The
Committee recommends a rate structure at approxi-
mately half the New York rates up to a taxable income
level of $23,000 While New York’s rates reach 14 per
cent at that level and remam constant after that, the
Committee proposes continuing the rate schedule until
1t reaches 14 per cent at the $500,000 level This creates
a slightly more progressive tax structure than New
York’s

There should be only one tax rate schedule Joint
returns should be permutted, but the concept of mcome-
splitting included in the federal tax should be avoided
to prevent discrimination because of marital status and
to simphfy administration

Credits and Exemptions

In another departure from federal mcome tax, the
Commuttee after careful study, believes New Jersey
should use a personal credit of $15 per person, mstead
of the $750 personal exemption provided n the federal
law Under this system, a taxpayer would determine his
hability without subtracting $750 per person from his
gross mcome But after his tax had been calculated, he
would subtract $15 per person from the amount due
For lower income people, the $15 credit would provide
a greater tax reduction than the $750 exemption For
higher income people, the $750 exemption 1s worth
more For people with adjusted gross income at the 1
per cent tax level, the $750 exemption is worth only a
$7 50 tax reduction For those i the 14 per cent
bracket, the $750 exemption 1s worth $105 1n tax reduc-
tion Thus, the personal credit of $15 would make the
tax more progressive In addition, many low-income
people would receive an additional credit of $5 00 per
person under the recommended substitute for the sales
tax clothing allowance For those whose mcome tax
Liability 1s zero, there would be a cash rebate from the
sales tax And those over 65 would be allowed a credit
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of $30 per person, parallelng the doubled personal
exemption under the federal tax law

For a family of five, total income tax credits would
wipe out any income tax payment below an adjusted
gross mcome level of approximately $6,000

Deductions

In general, allowable deductions for determining
adjusted gross mncome for New Jersey tax purposes
should follow current federal regulations for 1972
However, where there 1s compelling reason, the State
should depart from the federal Internal Revenue Code
Present federal regulations are basically sound, his-
torically proven and generally acceptable to taxpayers

One deduction which should receive future detailed
study 1s the controversial depletion allowance These
allowances are built into federal law as imcentives for
development of natural resources Twenty-eight of the
42 states which have personal mcome taxes follow the
federal provisions The allowances are controversial and
complex They are of sufficient impact to merit special,
intensive study 1n the near future

Summary of Recommendations:

New Jersey should adopt a graduated personal
mcome tax to restore balance and equity to its tax
stracture. The tax should be levied at approximately
half the New York State mcome tax rates, to pro-
duce about $550 million m new State revenue in the
first full year. Its terms and admmistration should
generally follow the federal pattern, mcluding deduc-
tions and withholding. A personal credit mstead of
an exemption, should be used, however, to make the
tax more progressive. Tenants may deduct 20% of
their rent m computing taxable mcome.

Taxes on Alcoholic Beverages, Cigarettes and Gasoline

Taxes on liquor and beer are heavily influenced by
competitive condittons For instance, the $2 30-a-
gallon tax on liquor 1s on a comparable level with tax
rates 1 surrounding states An increase now, after a
$ 50-a-gallon increase i 1969, would likely reduce
sales and tax revenues Thus, the Committee recom-
mends no change in the current rate

Taxes on wines, on the other hand, can be raised
modestly without harming the competitive position of
New Jersey

The Commattee recommends:

That taxes on still wines be raised from the pres-
ent $.10 per gallon to $.20, on vermouth from the
present $.15 per gallon to $.30, and on sparkling
wines from the present $.40 per gallon to $.50. The
estimated additional revenue is $1 million.

New Jersey’s beer tax of 3 1/3 cents a gallon has
been unchanged since 1t was first imposed m 1933 and
1s virtually the Jowest n the nation Rates m neighboring
states would permit a long overdue increase

The Commuattee recommends -

That the tax on beer be mcreased from the present
3 1/3 cents a gallon to 10 cents a gallon, producmg
a revenue mcrease of $9.6 million a year.

New Jersey now taxes cigarettes at 14 cents a pack,
producing $123,804,999 m revenue 1n 1971 Over the
years, sales of cigarettes have been subject to short-run
dechines, due to recurrent health hazard warnings from
the US Surgeon General’s Office But in the longer
run, sales have moved upward There 1s evidence that
increases 1n the tax rate per pack of cigarettes produce
a dimmishing yield for each cent mcrease However,
this trend does not justify mamtaining the rate at its
current level

The Committee recommends:

That the cigarette tax rate be raised from 14 cents
a pack now to 18 cents. Increased revenue 1s esti-
mated at $30 million a year.

The present motor fuel tax rate of 7 cents a gallon 1s
comparable with surrounding states It produced total
net revenue of $210,255,461 1n 1971 The current rate
should not be changed However, some definitions and
technical provisions of the law should be modified to
eliminate payment of the tax by counties, municipalities
and aviation fuel purchasers, who must then apply for
a rebate Reducing the necessity of paying rebates would
cut costs for the State and the organizations obtaiming
the rebates

D: Reform of Tax Admimstrative Procedure
and Appeals

Tax reform requires a throughgomng revision of the
myriad procedural rules which govern the assessment,
collection and review of the many taxes which make up
New Jersey’s system of State and local taxation Only
the most adept tax practitioners can now thread their
way through the procedural maze which grew year by
year

Tax returns, refund claims, statutes of limitations,
lien provisions, and interest and penalties are only some
of the provisions which need to be standardized A
Uniform Tax Procedure Act exists, but 1t has been
largely 1gnored because of the tendency to include
procedural rules in each new tax statute

S1

The Commuttee recommends:

1. Revision of the tax laws n order to collect and
restate m one place all of the general procedural
requirements and provisions to ehmmate mconsist-
ency and redundancy.

2. Estabhshment of a ruling section in the Divi-
sion of Taxation to provide advance rulmgé to tax-
payers mn a manner sunilar to the issuance of rulings
by the U.S. Internal Revenue Service

3. A study to devise a tax form package for small
busmess which would include simphfied short forms
of tax returns which would for a given busmess all be
due on the same date, to mmmmize the mconvenience
and expense of multiple returns.

A taxpayer’s right to contest imposition of a tax 1s
now beset with expensive, time-consuming burdens
There are no established procedures for mmformal review
withm the Treasury Department The Department has
no authority to compromise tax claims Formal admin-
istrative review 1s available only before the Division of
Tax Appeals, an agency within the Treasury Department
lacking the attributes of a court The Division 1s subject
to pressures from the department and from outside,
because 1ts members serve on a part-time basis and may
freely engage 1n the private practice of law even though
they bear the title of “judge ” Full judicial review 1s
available only through a costly appeal to the Appellate
Drvision of Superior Court

The Division of Tax Appeals has trial jurisdiction
over all tax matters except those relating to the transfer
mheritance tax, an exception created many years ago to
permit members of the division to handle estate matters
mn their private law practices The exception results n
having mheritance tax cases heard mtially in the Appel-
late Division of Superior Court, a tribunal ill-suited for
dealing with cases mvolving the mtroduction of factual
evidence The expense of such appeals deters most
claimants

There 1s no body of written decisions of the Division
of Tax Appeals to guide taxpayers and administrators
The Duvision’s proceedings are subject to long delays
because of crowded dockets

Two recent legislative commissions have urged crea-
tion of a judicial tax court with full-time judges Both
the American Bar Association and the New Jersey State
Bar Association have also recommended such a tax
court, which would be removed from politics and would
have the time, expertise and temperament to afford
speedy and relatively inexpensive relief to taxpayers




The Committee recommends:

1. Review within the Division of Taxation of all
matters within its jurisdiction, followmng the pattern
of the Appellate Division of the U.S. Internal Rev-
enue Service, with the right to compromsse a tax
determmation.

2. Creation of a judicial tax court to review all
tax disputes at the trial level. The court would be m
the judicial system with full-time, tenured yudges.

3. Creation of a small claims section of the tax
court to provide speedy and inexpensive relief to
taxpayers making claims which involve sums under
$2,000.

Pari-Mutuel and Gaming Revenues

Pari-mutuel betting and gaming involve consideration
not only of their potential government revenue, but also
philosophical, moral, and social questions The Com-
muttee considered the revenue potential alone, since the
other questions 1mvolve policy decisions which go beyond
taxation

The Commuttee considered par-mutuel betting, the
State lottery, off-track betting and casino gambling as
revenue sources

Pari-mutuel betting The State receives about $35 mul-
hon a year as 1ts share of pari-mutuel wagering at four
horse race tracks It 1s doubtful that any more than
nommal mcreases in revenue could be obtamed from
pari-mutuel betting Lengthening the racing season,
which already totals 380 track days, or adding tracks
would probably only spread more thinly the supply of
qualified racing entries available in the East The effect
could even be counterproductive

State Lottery New Jersey’s State lottery has been the
most successful venture of its kind Net revenues of
$33 4 milhion were produced during the 1971 fiscal year
The Lottery Commission 1s anticipating a 9 per cent
decrease for the current fiscal year and another decrease
of 7 per cent 1n 1972-73 The loss of novelty effect and
competition from other states following the New Jersey
model make these dechnes 1n estimated revenue reason-
able A forecast of any substantial expansion 1n revenue
would appear to be unrealistic

Off-track Betting New York City’s Off-Track Betting
Corporation projects a profit of $31 mullion for its first
full year of operation ending June 30, 1972 Manhattan,
with 1ts high density pedestrian traffic pattern, affords an
unmatched area for operation of off-track betting There
1s evidence that most OTB bettors are expertenced at
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betting, indicating that OTB may be conducted at the
expense of pari-mutuel revenues and possibly bookies
An OTB operation m New Jersey would lack some of
the advantageous conditions which exist in New York
City The revenue potential, therefore, appears to be
considerably less in New Jersey A special study to
determine the feasibility and revenue potential of OTB
m New Jersey might disclose whether 1t warrants further
consideration

Casino Gambling There are two types of casno gam-
bling establishments the flamboyant Las Vegas-Reno
type and the regulated, less flamboyant gaming rooms 1n
such places as Monaco, London, France, Germany and
the Caribbean areca The Nevada Gaming Commission
reported $39 3 mullion m revenue for the 1970 ‘fiscal
year

When a commuttee of the New Jersey Legislature
reviewed the subject of casino gambling 1n 1971, there
was much uncertainty about the revenue potential One
study projected net revenues could reach $24 to $72
milhon after 14 years Nevada’s gambling revenues
currently fall within this range at $39 mullion It 1s clear
that while casino gaming could contribute some State
revenues, the amounts would be small in proportion to
needs and too unpredictable to provide a reliable fiscal
base

Summary The prospect of achieving revenue increases
from present gambling sources appears slight Additional
betting or gaming afford no more than a hope of specu-
lative, far-off State revenues Thousands of New Jersey
homeowners and other property taxpayers will be n
even more dire circumstance than now if the State relies
on additional gaming revenues to provide for real and
present needs

The Commattee concludes:

Even the most optimistic projections of revenues
from gaming cannot and will not solve the State’s
revenue problems and cannot be relied upon.

The revenue potential from other forms of gam-
bling does not appear to justify the difficulties of
admuustration and the costs of policing. Throughout
history no successful methods have been devised to
capture revenues for amy jurisdiction from illegal
gambling.

In order not to overlook potential sources of rev-
enue not in conflict with pubhc policy, the subject of
gambling and gambling revenues might be reviewed
by a study group authorized to probe thoroughly all
of the 1ssues and revenue prospects,

Combined Effect of Revenue Recommendations

The Commuttee’s recommendations for the adop-
tion of non-property tax revenues sufficient to assure
the elmmation of the projected fiscal gaps for 1975
and 1980, and to permut the massive property tax
reductions recommended by the Commuttee, to be 1m-
plemented primarily through the recommendations of
Part II and Part IIT of the Report, may be summarized
as shown n Table S-4

The effect of these revenue recommendations over-
all has been tested to determinc their influence upon
the distribution of the tax burden of the state-local
revenue system, as compared with the present system
described 1n Part I of the Report These tests include
measures of effective tax rates, progressivity and 1n-
come elasticity of the restructured tax system

Effechve Tax Rates. The correction of the past
pattern of regressivity mn the incidence of New Jersey
taxes as shown by their “effective tax rates” 1s a nota-
ble accomplishment of the new system, demonstrated
m Table S-5

Progressivity. The progressivity indices for the pres-
ent system and the proposed restructured system are
shown mn Table S-6 Agamn the table demonstrates
that the recommended restructuring will convert a
regressive tax system into a proportional tax system,
which 1s something few states can boast about

Income Elasticity, It 1s not possible to project the
imncome elasticity of the new system 1n the same terms
as were used for the existing system, for lack of ade-
quate historical data of the system that 1s proposed
In heu of that approach used for the present system,
however, 1t 1s possible to assess the income elasticity
from the changes 1in the recommendations As com-
pared with an income elasticity of the entire present
state revenue system of 98 (see Part I, Table 9) the
corporate mcome tax had an income elasticity index
of 149 and the sales tax 144 Both of these sources
are emphasized i the recommendations In addition,
the extreme income elasticity of the proposed income
tax 1s evident from 1its progressivity imndex of 2 40 The
combined effect of adding $867 5 million from these
highly mcome elastic sources to the present state
revenues of $1 6 billion 1s certain to increase greatly
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the 1ncome elasticity of total state revenues, due to the
weight that the new sources will have as a percentage
of the total

The ncrease 1n the progressivity index of the total
system from 72 to 93 also indicates greatly increased
elasticity of the total system While the progressivity
index 1s computed as of one pomt m tine, and the
elasticity index 1s a measure of the yield over time, an
increase 1n the progressivity index by 30% may well
indicate that the mncome elasticity index will increase
at least that much, especially 1n light of the sources of
new money

This means an mcome elasticaaty mdex of state
revenues may be predicted upwards of 1.30, thus
practically closing the previous gap between this
mdex and the mcome elasticaity of expenditures. As
the two mdices of mcome elasticity come together,
the recurring financial cnises 1 the state budget
process will be mmimzed if not avoided entirely.

TABLE S-4
STATE OF NEW JERSEY

ESTIMATED NET ADDITIONAL REVENUE EFFECTS
OF PROPOSED TAX LAW CHANGES

$ (Millions)
ABC
Liquor 0
Wine 10
Beer 96
Cigarettes 300
Financial Business Tax, Other Than Com
mercial Banks 20
Sales Tax 237 55
Perscnal Income Tax 550 00
Corporation Business Tax 900
Business Personal Property Tax 27 5
Retail Gross Receipts Tax & Unincorpo
rated Business Tax —216
Transfer & Inheritance Tax 0
Total Estimated Net Additional
Revenue 9261




TABLE S5
STATE OF NEW JERSEY

COMPARATIVE EFFECTIVE TAX RATES BY INCOME CLASSES
UNDER THE COMMITTEE’S RECOMMENDATIONS
AND THE PRESENT REVENUE SYSTEM

(In % without offsets for federal income tax deductions)

$3,000 $5000 $7,500 $10,000 $15000 $25,000
Under to to to to to and
ltem $3,000 $5000 $7,500 $10,000 $15,000 $25,000 Over

Olid Structure
No offsets except ex
porting to out of
state stockholders,
etc * 203 169 152 136 129 115 72

Recommended

New Structure With-
out Sales Tax
Changes 148 136 129 128 121 118 117

With all Changes 158 144 134 139 132 128 123

* These rates are the state-local taxes plus federal individual income taxes shown in Part |,
Table 21 less the federal individual income taxes shown in the same table

TABLE S-6
STATE OF NEW JERSEY

COMPARATIVE PROGRESSIVITY INDICES OF THE
PRESENT TAX SYSTEM AND THE RECOMMENDED

TAX SYSTEM
Unweighted Weighted
Progressivity Progressivity
Index Index

Old structure with sales tax

at $520 million 69 72
Old structure with sales tax
changes recommended 71 73

Recommended new structure
without changes in sales

tax 93 92
Recommended new structure
including sales tax changes 93 93
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Statement Of Senator J. Edward Crabiel

I have given careful consideration to the overall
recommendations of the Governor’s Tax Policy Com-
mittee May I say first that during the months that 1
have worked on this Commuttee I have developed a
respect for the sincerity and itegrity of my fellow
Commuttee members and I recognize the considerable
efforts made by the Commuttee 1n drafting these recom-
mendations

Many of these recommendations I agree with and
support But, there are very serious faults with the
report that make 1t impossible for me to support some
of the Commuttee’s major proposals In summary, these
include, as far as I am concerned, the proposed state-
wide property tax plan, the reduced tax burden on
business which result i an unjustified tax windfall,
mcreased tax penalties on our people in the form of
higher excise taxes and sales taxes, lack of real relief
for rent-paymng taxpayers and particularly those with
modest incomes, and the fact that the Commuittee car-
ried on 1ts work virtually 1n secret

I do approve the proposals to shift to state govern-
ment the responsibility for welfare and court services
Similarly, I agree that the cost of senior citizens’ ex-
emptions should be paid for by the State The basic
concept of substantial tax rehief for real property
owners, with the resulting shift of financial responsi-
bility to state resources, 1s a sound 1dea I also support
completely the recommendations of Task Force F, on
which I served, and which appear in Part IV of the
Commuttee’s report Moreover, there are numerous
lesser proposals for reform which would produce
greater tax equality and which should be adopted by the
Legislature

I further recognize that reforms of this magnitude
require the enactment of new tax measures on the State
level Assummg that continuung real property relief 1s
unequivocally guaranteed, I would be prepared to
support a state income tax This tax, as proposed, at the
very least, should be revised and should provide a
deduction for college tuition to assist our citizens who
are faced with the problem of financing college costs

Since I am 1n agreement with many portions of the
Commiuttee’s recommendations, 1t 1s disappointing to
me that the Committee’s proposal contams, mm my
opmion, such serious drawbacks that I cannot endorse
1t 1n 1ts entirety
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The following comments are based upon my under-
standing of the Commuittee’s final recommendations
Unfortunately, a final draft of the Commuttee’s full
report was not available to the members of the Com-
mittee even as late as the muddle of February In the
absence of final text, the Commuttee’s position on cer-
tamn detaills remains unclear Based upon the drafts
which were circulated among the Committee’s mem-
bers, there are portions of the Commuttee’s program
which I feel are contrary to the best interest of the
state and 1its residents and inconsistent with the Com-
mittee’s stated objective of tax reform and tax relief
These are the portions of the Committee’s report that
I reject

1 T am opposed to the proposed statewide property
tax as presented Such a tax will have the effect of
cancelling out all or most of the benefits of the real
property tax relief that we promised to homeowners 1n
many communities throughout the State In these
communities, homeowners will end up paymng a new
personal 1ncome tax, a new statewide property tax and
a sales tax on clothing and services without receiving
any meaningful real property tax relief

In addition, such a major new tax source will provide
the Legislature with too easy a means for raising sub-
stantial sums of money 1n the future on a real property
tax basis This, I belheve, 1s the wrong kind of taxing
power to create at this time

2 I am also opposed to the overall effect of the
Commuttee’s entire tax package which will raise addi-
tronal hundreds of millions of dollars from individual
taxpayers while the overall tax burden on business will
be decreased Although the total tax yield in the State
will be increased by hundreds of millions of dollars, I
estimate that the business community will have its
overall tax burden decreased by $100 to $200 mullion

I previously mndicated to the Commuittee that my
objections to the business windfall and to the statewide
property tax could be eliminated if real property could
be classified according to use This would permit us to
channel real property tax relief only to home owners
thereby avoiding unintended rehef to landlords or the
general business community Under such circumstances,
I could also be prepared to consider a proposal for a
statewide property tax which would not be applicable
to owner occupied residential property Classifications




ot property would also permit the proposed income tax
to be at a much lower rate than that proposed by the
Commuttee

In addition, I am not satisfied that the Committee
has studied fully whether business in New Jersey pays
its proportionate share of the total tax burden in the
State Certainly, business’ proportionate share of the
tax burden should not be reduced, as the Committee’s
report recommends, 1n the absence of a clear justifica-
tion for such action

3 1 do not approve the specific recommendations
for mcreases in the various excise taxes that have been
proposed by the Committee I am strongly opposed to
the recommendations that clothing be taxed under the
sales tax because 1t penalizes those least able to afford
the mcrease If the Committee has found 1t impossible
to repeal or decrease the sales tax at the same time
that they have proposed an income tax, at the very
least, they should have avoided recommendations which
would make this tax even more oppressive

4 I am greatly concerned because the Committee’s
proposal fails to provide any meaningful assistance to
rent-paying taxpayers, particularly those with modest
mmcomes Most of these families reside in the older
cities where the major tax relief to be provided under
the Commuttee’s package will be on real property Few
low income families own their own homes This relief,
therefore, will flow to thewr landlords without any
likelthood that much, if any, of this relief will benefit
the tenants

At a time when the housing shortage is creating
substantial pressure for rent control or other forms of
tenant rehef, 1t seems inconceivable to me that we
could proceed with a tax reform program which over-
looks the very group which requires assistance the
most The proposal I made for classification of prop-
erty would eliminate the tax windfall to landlords and
busimesses, thereby lessening the amounts of money
necessary to implement a reform program This would
provide the Committee with greater fiscal flexibility
and permit 1t to reconsider ways 1n which 1t could assist
this needy group

Moreover, 1t should be noted that a major justifica-
tion for the Committee’s program of tax reform is the
disproportionate tax burden on the lower mcome
groups Yet, a review of the taxes paid by persons
earning under $7,500 indicates that 60 to 75% of
their total taxes are attributable to real property taxes
Most of these taxpayers, however, do not own their
own homes and, as I have pointed out, they can expect
Iittle or no real relief from this program
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5 It 1s my understanding that the final draft of the
Committee’s report recommends eltmination of vet-
erans’ exemptions and the tax exemptions enjoyed by
many other groups on the local level While I fully
concur with the concept of minimizing the exemptions
that should be granted from real property taxes and
favor their repeal insofar as governmental bodies are
concerned, I do not concur with extending such repeal
to groups such as veterans The people of this state
have repeatedly reaffirmed and supported such an ex-
emption and I would recommend 1ts continuance

6 Fmally, I take exception to the results of the
continued 1nsistance of the Committee that its deter-
minations be carried out behind closed doors By
excluding the public, the Commuttee has demied to itself
the resources available throughout the entire State that
would have assisted with a problem as complex as tax
reform The Commuttee has also denied to the public
the opportunity of following and comprehending the
reasoning of the Commuttee 1n reaching the conclu-
sions that 1t has on this package As a result, the gen-
eral public and the Legislature will be handed a
package of tax reforms near revolutionary in character
without any of the interested persons and groups having
had an opportunity to understand the basis for the
proposals and to recommend or suggest legitimate
modifications

By so doing, the Commuttee has 1nsulated itself from
the heat these proposals are certain to generate, but
they have i no way dissipated this pressure The
Commuttee has merely nsured that this pressure will
focus full force upon the Legislature, a body that
neither created these proposals nor fully comprehends
the reasons for them Such a procedure can only work
to the detriment of the beneficial parts of the program
itself

I firmly believe that this program would have been
a stronger one and more reahstic 1n terms of 1ts reform
proposals 1f the Committee membership had availed
itself of the public responses that now will be heard
only after the Commuttee has completed its task and m
an atmosphere of controversy

For the above reasons, I cannot endorse the Com-
muttee’s report But this should not be construed by
anyone to mean that I am opposed to tax reform I have
been on record repeatedly as urging a program of honest
tax reform to help as many of our people as possible I
continue to stand ready to support any plan that meets
the goal of real reform without favoritism

Statement Of Senator James P. Dugan

I have affixed my signature to the Commuittee’s
recommendations because I feel that considered in toto
these recommendations will substantially dimimsh this
state’s rehiance on the real property tax This in itself
1s desirable and necessary

I have appended this statement to the Committee’s
Report because I believe the Report falls short of one
of the goals we should have reached—that 1s to make
real property taxation itself, as well as our entire tax
system, less regressive

The Commttee acknowledges that real property
taxation 1s per se “harshly regressive” An option avail-
able to the Committee to make property taxation less_
regressive was available but rejected Theremn I believe
the Commuttee erred

I feel strongly that the Commuttee should have recom-
mended the classification of property for purposes of
levying the recommended state-wide 1% property tax
This classification would require constitutional amend-
ment as did the farm land classification amendment
adopted 1n 1963

A fair system of classification could be developed
with 4 or 5 categories ranging from an owner occupied
restdence with less than 4 dwelling units to a category
containing industrial property The residential property
would be assessed at a lower percentage of its true
value and the industrial property at a higher percentage

If adopted, such a system would neutralize the shift
of tax burden from industrial and commercial properties
to residential properties which has taken place since
1956 consequent to the several decisions in the Switz
v Middletown cases I believe that the consequences
of the Switz cases were socially and economically unde-
sirable and that that shift from commercial and indus-
trial taxpayers to residential property taxpayers should
be reversed

Additionally, classification of properties will insure
that parity of benefit between residential and business
and industrial taxpayers 1s maintamned after the Com-
muttee’s proposed substantial reduction 1n real property
taxes Absent classification, I am unsure that that
parity has been maintained in the Commuittee’s recom-
mendations 1 feel that the commercial and industiial
taxpayer may have achieved some advantage by the
Commuttee’s recommendation Further, I believe that
even 1f the commercial and industrial taxpayer’s posi-
tion 1s unchanged by the Commuttee’s recommendations,
business and mdustry still can and should pay a larger
share of the state-wide tax burden than they are called
upon to bear in the Commuttee’s report

The Commuttee’s report and our study does not make
a convincing case against classification The cited ad-
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monition of an obscure Minnesota tax official not to try
classification 1s hardly persuasive I do not doubt that
the Minnesota experience 1n classification may be con-
troversial It 1s so because of the multiplicity of cate-
gories and the legislative ease 1n expanding the number
of categories We 1n this State could obviate both objec-
tions by constitutional fiat limiting the number of
categories 1n our classification scheme

The opponents of classification make the additional
arguments that classification will shrink the real prop-
erty tax base It will not if we adjust the percentage of
assessed value of the different categories to produce
the desired $553 mullion called for mn the Commttee’s
report

I am also convinced that unless we have classification
of property we will not have achieved and or may not
be able to maintain 1n the future an acceptable level of
taxes to be paid by the low and moderate income resi-
dential taxpayer This 1n view of the recommended
mcreased and new non-property taxes he will be called
upon to pay

As a companion recommendation to the proposed
real property tax reduction I would recommend relief
to the residential rent payer by an appropriate rent-
leveling plan To effect that relief, I hesitate to accept
an income tax credit in itself as the answer Without
some system of rent-leveling, we cannot determine if
the rent payer 1s paying a reasonable or an exhorbitant
rent If the rent 1s reasonable, tax credit might not be
necessary, if 1t 1s exhorbitant a tax credit mught be
msufficient relief

There 1s another area where I voice disagreement
with the Commuttee report I do so hoping to suggest
improvement on the Commuttee’s recommendations
during the commng legislative treatment of these pro-
posals

In this respect I speak of the removal of sales tax
exemption from clothing and foot wear I have httle
objection to a sales tax on silk shirts, but taxing clothing
sales may have attendant admunistrative problems which
would make 1t difficult or impossible to effect rebates to
low income families The rebate system proposed by the
Commuttee, even 1f 1t were to work, does not in my
judgment make this tax acceptably progressive

Finally, I view the Commuittee’s individual and col-
lective recommendations as a commitment to the reduc-
tion of the property tax and my support of all individual
recommendations 1s conditioned on legislative imple-
mentation of that committment My support 1s further
qualified by the views I have expressed herein, par-
ticularly those concerning classification of real property












